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States are now regulated in al- 
most all cases by commissions 

ting under legislative authority. The 
statutes defining the powers of the com- 
missions provide in general that rates 
ll be just and reasonable, and it 
should be noted that this rule is equally 
ling upon the companies and the 
In laying down this rule 
these statutes did not create a new obli- 
gation or announce a new legal principle 
but simply restated a rule which is very 
cient, and set up some new adminis- 
trative machinery for carrying this old 
rule into effect. Public utility managers 
ind their lawyers often appear to be- 
lieve that they are in a class by them- 
selves with special rights and subject to 
special and peculiar legislative super- 
vision. But this is not the case. All 
Dusiness men and, in fact, all human 
beings in this country are subject to 
regulation, the only difference being in 
the nature of the rules which they must 
obey and of the administrative ma- 
finery set up to enforce the rules. The 
tor, the provision dealer, the chauf- 
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feur, and the pedler are subject to regu- 
lation in the same sense, if not to quite 
the same degree, as the gas or the tele- 
phone companies; and the public utility 
manager who complains that his right 
to manage his business has been taken 
away from him is suffering from the sort 
of delusion which the doctors refer to 
as an “inferiority complex.’”’ He is 
merely required, like all other business 
men, to obey the rules which the state 
has laid down to govern his particular 
trade. Within these limits he is free to 
act. 


The Rule in Smyth v. Ames 


One of the most important rules of 
the game in the case of public utilities 
is the rule above referred to, that prices 
shall be just and reasonable. In the 
enforcement of this rule the regulating 
commissions have adopted the economic 
principles laid down in the famous 
“Rule” in Smyth v. Ames; namely, that 
cost determines price and that the cost 





1 Part II will follow in a subsequent issue of the 
Review. 
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of the tool (in other words, the value 
of the plant) is the most important 
factor in the determination of cost of 
service. The substance of the Rule 
above referred to is as follows: “We 
hold . .. that the basis of all calcu- 
lations as to the reasonableness of 
rates must be the fair value of 
the property being used . . . for the 
convenience of the public. And in 
order to ascertain that value, the 
original cost of construction, the amount 
expended in permanent improvements, 
the amount and market value of its 
bonds and stocks, the present as com- 
pared with the original cost of construc- 
tion, the probable earning capacity of 
the property under the particular rates 
prescribed . . . and the sum required 
to meet operating expenses are all 
matters for consideration.”” And the 
court added this phrase, the significance 
of which has commonly been over- 
looked: “We do not say that there 
may not be other matters to be regarded 
in estimating the value of the property.” 
This last sentence makes it clear that the 
judges in this case felt that under the 
existing conditions of time and place the 
points specified in the Rule were the 
most important evidence to be consid- 
ered, but that at some other time and 
under different economic conditions 
other evidence not then relevant, might 
become an important, or even a con- 
trolling, factor. The case arose under 
the economic conditions controlling rail- 
road operation in Nebraska in 1893, 
which were as different from the condi- 
tions of public utility operation in all 
parts of the United States in 1928 as 
can well be imagined. A few of the 
more important changes are worth 
noting. In 1893 the conditions of rail- 


road operation in Nebraska were as 
near monopoly as can easily be achieved. 





It was impossible for a court to compare 
the rates prescribed by the state of 
Nebraska with the rates of other rail. 
roads under comparable conditions be. 
cause no. such conditions existed 
whereas today if the rates of an ele. 
tric power company are in controversy. 
they can be compared with the rates of 
many other companies operating under 
comparable conditions with most illum. 
inating results. 

Again, the long price decline which 
culminated soon after the panic of 189) 
had produced a situation in which the 
property of the railroads could haye 
been created new at a price far below 
the original cost of construction. To. 
day the situation is exactly reversed. 
Again, the shippers, who had to pay the 
railroads rates which were in dispute, 
had no means of escape, and if the rail. 
roads chose to exercise their monopol; 
power by charging exorbitant rates, the 
shippers were helpless; whereas today 
the manufacturer who wants to buy 
electric power to run his mill, can and 
does produce his own power if the 
power company’s price is excessive, and 
the man who wants to heat his house 
can do it with coal or oil if the gas 
company tries to crowd him. These 
are only a few examples of the economic 
changes which have taken place between 
1893 and 1928, and which have altered 
the importance of the various pieces of 
evidence which a court may consider in 
determining the reasonableness of 3 
price, so that we can now appreciate the 
importance of the saving clause added 
at the end of the Rule. 


Service at Cost 
In spite of these changes, however 


the Rule is still relied upon, both 
regulating commissions and by courts 
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det oven the rates which may be 
wb by bases utility companies. It 


Lilaés 


S 


tL ths 


ha vold at + cost (that) is, without profit in 
» commonly accepted meaning of the 
words). Although there has been end- 
less and costly litigation on the ques- 
tion of what constitutes the cost, all 
parties seem to agree that the cost when 
found determines the just and reason- 
able price. More than this the com- 
panies can not charge; less than this the 
state can not enforce. The economic 
consequences of this doctrine, that cost 
determines price, have already been 
remarkable, although the most impor- 
tant ones are not yet fully apparent, and 
t will be worth while to examine them 
carefully before the situation develops 
further. What are likely to be the 
economic results in an industry as 
large as the whole public utility busi- 
ness if the doctrine of service-at-cost is 
strictly enforced under the conditions of 
ur own time? This is our problem. 
The basic assumptions are: 
That the business is a monopoly so that 
prices can not be regulated by competi- 
tion. 
2. That cost determines price and that ac- 
cording to the Rule in Smyth v. Ames 


the value of the property is the most 
important factor in determining cost. 


That the property, although affected 
with a public interest, is still private 
property, so that there is a definite limit 
beyond which regulation can not go in 
reviewing the wisdom of operating and 
capital expenditures. 
es necessary result of these assump- 
tions is that the duty of a regulating com- 
miss ion is, first, to determine the value 
of the property, and second, to deter- 
mine the fair return, or rate of interest, 
which can be earned upon this value. 
These two decisions determine the net 


income, or proft, which the utility may 
earn, and by adding to this the taxes, de- 
preciation, and other operating expenses, 
a figure for gross earnings can be built 
up which it is the aim of the rate struc- 
ture to reach. Of the total thus ob- 
tained the operating expenses are often 
75%, and under the foregoing assump- 
tions the control of the regulating com- 
missions over operating expenses is very 
loose. Nothing short of positive proof 
will warrant a commission or a court in 
deciding that the prices paid for fuel, 
labor, supplies, or equipment have been 
excessive. Such proof can rarely be 
obtained, so that 75 % of the cost of the 
service goes practically unregulated, and 
incompetence may even be rewarded 
by higher prices while the competent 
may be deprived of part of their profits. 
And even in the matter of the net earn- 
ings which are the product of the valua- 
tion by the fair return, there is no 
penalty for incompetence. If construc- 
tion costs are high, value is high and net 
earnings are high so that, so far as regu- 
lation is concerned, the more a utility 
company pays for its property, the 
better for the company. Its customers 
may suffer but not its stockholders. This 
is an interesting tendency of the present 
method of regulation in public utilities. 
Initiated because it was supposed that 
private ownership under government 
regulation would secure the best results 
for the consumers, by combining the 
energy and resourcefulness of private 
initiative with government protection 
for the customers against the greed of 
monopoly, it is being converted into a 
system by which the investors are pro- 
tected at the public expense. Theories 
and methods of valuation may differ, but 
under all of them the dollars of the 
capitalist are protected with the utmost 
care, while the interest of the customers, 
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which should be the prime concern of 
regulation, is relegated to second place. 
It seems inevitable that in the long run 
the doctrine of service-at-cost, which 
really promotes the blockhead over the 
man of genius, will injure the customer, 
for it leads directly to the regulation 
of profit instead of the regulation of 
price. In fact, there is now hardly any 
attempt on the part of the commissions 
to regulate price directly. Under a 
competitive system profits are regulated 
indirectly through the regulation of 
price and the results are admirable, but 
in the public utility industries profit is 
the direct object of regulation and prices 
are only regulated indirectly. Now 
where profits are regulated but oper- 
ating expenses are left mainly in the 
control of management, the incentive to 
high operating efficiency is taken away, 
for why should a man work to reduce 
his costs and increase his profit if he is 
to be deprived of the fruits of his labor? 
Nor is this the worst, for the system 
puts the managements under very severe 
temptation to extract indirect or con- 
cealed profits through the operating ac- 
counts which are so casually glanced at, 
and the suspicion with which many of 
the holding companies, which seemed to 
be designed to make such manipulation 
possible, are regarded indicates that 
much of this sort of thing may be go- 
ing on. 

If there are any who think that this 
point of view is fanciful and that the 
dangers here suggested are unreal, let 
them consult any investment banker 
familiar with public utility securities. 
He will recommend this form of se- 
curity and almost the first advantage 
that he will urge is that they are less de- 
pendent than competitive industries 
upon exceptional managerial ability. 
Able management is a good thing but 





it is not essential, and even very inferjo; 
management can not wreck the enter. 
prise before the bankers can come to its 
relief. In competitive business, on the 
other hand, this is clearly untrue. Wha 
is the inevitable result? If the incom. 
petent are not weeded out by the acid 
test of failure, they stay in and will ulti. 
mately clog the wheels of progress and 
bring the machine to a standstill. It js 
easy to understand the banker’s affec. 
tion for the present methods of regula. 
tion because it works in his favor, but 
it is hard to see the advantage to the 
customers for whose benefit the scheme 
was originally devised. 


Cause and Effect 


If the foregoing discussion is sound, 
it indicates that the economic principle 
upon which public utility rate regulation 
is now proceeding contains a grave de- 
fect. The Rule in Smyth v. Ames as 
now interpreted leads inevitably to serv- 
ice-at-cost, which means in practice that 
profits are regulated instead of prices, 
with the result that, if long continued, 
the energy, ability, and even the ethical 
standards of the managements may de- 
generate to the point where private 
ownership and operation has no ad: 
vantage over government ownership. 


But it may be objected that as Smyth 
v. Ames was decided 30 years ago and 
the Rule there laid down has been in 
use ever since, there has been time 
enough for the results above predicted 
to appear if they were ever going to do 
so. The answer to this objection is 
threefold. First, the disintegrating 
force of the doctrine of service-at-cost 
is one that works through psychology 
into economics. Such processes work 
slowly, especially in the pioneer stages 
of industry where the spirit of adven- 
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ture is still strong. Second, the eco- 
nomic doctrine laid down in the Rule, 
while nominally the basis of the court 
and commission decisions for the last 
x9 years, has not always been strictly 
applied to the determination of actual 
rates. It would hardly be an exagger- 
ation to say that just and reasonable 
rates for particular services can rarely 
be found by using the service-at-cost 
formula. The rates for public utility 
service which have produced the rapid 
growth of business and given such ac- 
ceptable service to the public have in 
fact been determined in quite a different 
way, and even where the formula ap- 
pears to have been used, its results have 
often been modified by judgment. Few 
who know how the prices of other 
s and services are really deter- 
mined will question that if the specific 
prices of particular utility services had 
actually determined by the cost, 
they would have been unsuited to 
meet the conditions of the market and 
would have been neither reasonable nor 
just. Paradoxical as it may seem, it 
appears that although the Rule in Smyth 
v. dmes is supposed to have been the 
basis for determining just and reason- 
able rates, it could not have produced 
that result and it has not been so used. 
The fact is that although the commis- 
sions have claimed to be using the serv- 
ice-at-cost formula, they have not used 
it in determining specific rates but have 
been influenced, if not controlled, by the 
competitive conditions of the market, 
though they have been too shy to admit 
itin the face of the popular belief that 
these industries were monopolies and 
that therefore competition had van- 
ished. Controlling weight has really 
been given to competition while the 
value of the property used in providing 
the service has been merely a stalking 
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horse. This comes out quite clearly 
when actual concrete cases in these in- 
dustries are investigated. But it is im- 
portant to observe that some writers 
upon the subject and many public utility 
commissions are now strongly advocat- 
ing a more rigid and more effective en- 
forcement by courts and commissions of 
the service-at-cost formula. The shrewd 
common sense of the public and of their 
servants has so far saved us from such 
dogmatism but if the formula were 
rigidly applied it would injure the cus- 
tomers severely. 

Third, the demoralizing influence on 
management of the doctrine of service- 
at-cost is now beginning to show. Dis- 
satisfaction with the public utilities is 
nation-wide, an investigation of them by 
the Federal Trade Commission is now 
in progress, and in spite of the fact that 
as a people we are intensely individual 
and wholly opposed to government 
operation, the demand for national or 
municipal ownership has assumed 
serious proportions. If the character 
of the management of these industries 
was on a high level, this demand for 
government ownership would never 
have arisen, and the fact that it has 
been made, indicates quite clearly that 
something is wrong. 

Besides the bad results which must 
inevitably follow in time from the de- 
struction or perversion of the profit 
motive in these industries, certain minor 
but obvious evils of the present system 
are already matters of common knowl- 
edge. Indeed, they are so obvious as 
hardly to need discussion, but they are 
worth recording. 

1. Owing to the fact that the Rule in 
Smyth v. Ames did not provide an exact 
formula for finding value, the 30 years 
since it was announced have been filled 
with litigation so that proceedings be- 
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fore regulating commissions in rate 
cases, instead of being economic in- 
quiries about a business problem, have 
degenerated into controversies in which 
lawyers and experts vie with each other 
as special pleaders, each taking advan- 
tage of every technicality to win his 
point. In such an atmosphere truth has 
a hard life of it. The abilities of many 
of the general officers of the companies 
are given to preparing and prosecuting 
rate cases in which great bitterness de- 
velops, to the neglect of their executive 
duties, while the judicial attitude of the 
commissioners is subjected to a break- 
ing strain by forcing them to employ 
and direct experts and lawyers to pro- 
tect the interests of the state. Such 
methods are ‘fatal to constructive 
thought or the sort of patient investi- 
gation which should be the whole busi- 
ness of both the contending parties, and 
it seems hopeless to expect that the 
science of rate-making can be developed 
under these conditions. In the aggre- 
gate the waste of money is very great. 

2. As a remedy for these evils, the 
school of strict regulationists has sug- 
gested that a simple formula for “‘value 
for rate-making purposes” would result 
from the adoption of the actual money 
investment or perhaps the “prudent 
historical investment” as a permanent 
rate base. The prospect held out by 
this school of thinkers is very alluring. 
The poisonous fogs of litigation would 
be blown away; both the companies and 
their customers would know, once and 
for all, where they stood, so that un- 
certainty and speculation would disap- 
pear; the fluctuations of the rate base, 
due to inflation and deflation of the 
currency, which have harassed us so 
terribly during the last ten years would 
cease, and best of all, we might start 
the new era with a low rate base which 


would make possible an immediate re. 
duction in rates. 

But unfortunately this formyl; 
merely gets us out of the frying pan 
into the fire, for the supposed stability 
is a myth. Such a rate base would be 
stable in terms of dollars, but the rates 
which were derived from it would fly. 
tuate in terms of purchasing power, and 
stability in terms of purchasing power 
is the only kind of stability for which 
we have any use in the markets in which 
these public utility services must be sold, 
In these markets, if prices are chained 
to the dollar, they will fluctuate so 
wildly in purchasing power as to destroy 
the marketability of the goods. This 
point has been much debated without 
victory for either party, and, as it seems 
that both sides base their arguments 
upon an unsound economic principle of 
rate making, it is not impossible that 
they may go on arguing forever. They 
assume that prices are always deter- 
mined by costs, although some of the 
shrewdest merchants of our time tell us 
that the fact is exactly opposite—that 
prices determine costs—not costs prices. 
If this is a true principle, it hits the 
dogma of service-at-cost a blow upon 
the solar plexus which may put it out of 
business. Perhaps later this point can 
be seen more clearly. 

3. There is another objection to the 
use of investment in place of value 
which has been often overlooked. The 
inevitable result, and in fact the avowed 
purpose, of adopting investment as 4 
permanent rate base is to keep the prices 
of public utility services out of line with 
other prices. In times of business at 


tivity and rising prices, the prices 0 


these services will be low because invest: 
ment will be far below reproduction 
cost. If this method of price regulation 
had been in effect five years ago, the 
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ate base would have been at least 507% 
' -low the index figure for other services 
nd commodities. Now, since the mar- 
et for public utility services is elastic 
and therefore expands rapidly as prices 
fall, the inevitable result of holding 
prices at an artificially low point will be 
to expand the demand for them and 

ler i- to force the companies to en- 
ae their plants most rapidly at the 
times when prices are highest. Just 
when 2 an unusual demand for labor and 


A 


LLlAL 


anne for these things will be further 
increased by forcing the public utility 
companies, who are among the largest 
buyers, into the market with great pro- 
grams of new construction. The com- 
panies are required by law to meet the 
emand so that their purchases can not 
be postponed. Thus in periods of rising 
prices the rise will be accentuated. 

On the other hand, when trade is de- 
pressed and prices are low, the prices of 
public utility services will have to be 
maintained at an artificially high level 
because investments will then be above 

production cost. This will result in 

reduction in the demand for these 
services, and the companies will find 
themselves with much idle equipment at 
just those periods when it would be most 
economical for them to enlarge their 
plants. Such a policy would bring into 
action some of the most powerful forces 
in the land, to frustrate the efforts of 
business men who are striving to miti- 
gate the evils of the business cycle. Al- 
though like our brethren in England we 
> never logical in our governmental 
policies, the effect of this unsound eco- 
mic principle is already apparent. 
Public utility price regulation has al- 
— resulted in encouraging the com- 
ies to make their largest capital ex- 

pe nd tures at those times when prices 
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are highest, and already some of the 
plants appear to be overexpanded. This 
may be partly a by-product of the lag 
which litigation has introduced into rate 
making. Some of the high rates author- 
ized during the war are still in force, 
and in order to justify them on the cost- 
of-service principle, high costs for fixed 
charges may have been deliberately 
created in some cases by plant exten- 
sions which could have been post- 
poned. 

The goal at which we should be aim- 
ing would seem to be in tne opposite 
direction. Some economists believe that 
the cause of business cycles lies in our 
failure to get into the hands of the 
buyers the money needed to maintain 
the buying side of the market, and that 
we must look for help to the govern- 
ment (or some allied organizations) 
to adjust its expenditures in such a way 
as to bring new purchasing power into 
the market when it begins to show signs 
of exhaustion. The public utility com- 
panies, including the railroads, are the 
very large buyers, and if their help 
could be enlisted in this way great 
benefits might result. They are agents, 
or agencies, of the government, per- 
forming a quasi-public service and there 
would be no impropriety in employing 
them in this way. But as has been 
shown above, if “investment” is used 
as a permanent rate base, these great 
buyers will be fighting on the other side. 
It is not impossible, however, that by 
adopting a different principle of rate 
regulation the help of the public utility 
companies in mitigating the severity of 
the business cycle might be secured by 
encouraging them to do their buying 
and building in times of low prices and 
trade depressions. 

4. Another bad result of attempting 
to determine prices by the cost or value 
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of the fixed property is that it results in 
rigid rates which can not easily be ad- 
justed to changing conditions. The 
companies have learned by experience 
that regulating commissions find it very 
dificult to resist the demands of cus- 
tomers for price reductions and that 
nothing short of a national catastrophe 
like the World War will justify an in- 
crease, so that when a set of price sched- 
ules has been found which yields them a 
fair profit they are inclined to let well 
enough alone. Instead of emulating 
other great merchants who are always 
eager to increase their sales by price 
reductions, the utility companies hardly 
dare to experiment in this way, in spite 
of the fact that with their great fixed 
investments and _ consequent fixed 
charges, increase in volume through 
price reduction is almost necessary to 
their salvation. It is easy to jump down 
off a bank when you have a good foot- 
ing, but it is impossible to jump up 
again if you should happen to land in a 
bog. 

Under present-day conditions rate de- 
cisions of regulating commissions are 
rarely tentative experiments in pricing 
such as other merchants make, but edicts 
which can be altered only by an over- 
whelming weight of evidence showing 
that insolvency is threatened. Under 
these conditions the wise manager, in- 
stead of stretching every nerve to reduce 
prices and costs, is tempted to keep his 
costs high enough to justify the prices 
that have been authorized by the regu- 
lating authority. Leaving well enough 
alone in fact means leaving bad enough 
alone. It is greatly to the credit of our 
best public utility managers that in spite 
of these discouraging conditions they 
have reduced their prices and expanded 
their business to an extent hardly 
equalled in any other field. 


Monopoly and Competition 


These considerations lead one to fee! 
that if the present practices of public 
utility regulation and the economic 
theories on which they rest continue to 
command our respect, the next genera. 
tion will see these great industries sunk 
to the level of government operations, 
if not actually in the government's 
hands. This would be a great calamity 
which in my judgment can be avoided 
if we think as realists instead of 
dogmatists. Our present system rests 
upon the proposition that where 
monopoly exists competitive price regu- 
lation is impossible, and as profit in 
competitive trade is regulated only in- 
directly by the regulation of price, this 
method of profit regulation falls to the 
ground and the direct regulation of 
profit becomes a sheer necessity. This 
proposition rests upon a double fallacy. 
First, it is not true that the businesses in 
which these public utilities are engaged 
are non-competitive; and, second, even 
if it were so, it is not necessarily true 
that where monopoly is present com- 
petitive prices can not be found. Taking 
up first the question of the monopoly 
power which can now be exercised by a 
public utility, it is clear that this power 
has shrunk to small dimensions. When 
Smyth v. Ames was decided in 1898 the 
railroads of the West still had consid- 
erable monopoly power, but in the East 
rates were even then mainly competi 
tive, and with the coming of the motor 
truck they have now become even more 
so. While each company has a local 
monopoly of its own service in the gas 
and electric field, competition by substi- 
tution is so keen that except for the 
trivial amount of electricity used for 
domestic lighting, the whole field of gas 
and electric supply is subject to keen 
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PUBLIC UTILITY RATE REGULATION 


No one can deny that the 
sraph business is competitive; in 
in this field government rate regu- 


1 has all but disappeared. In the 


lephone business it looks upon the sur- 


Cp il 


as if competition entered only 


chtly, but here we have a national 
nopoly of such scope that the tempta- 


to use monopoly power to limit pro- 


iction, which is the only way in which 


_ 
) 


nanoly re 
nopoly power 


can be abused, has 


lisappeared. It would seem, therefore, 
hat while the public utilities still have 


pits 


monopoly power, it has been 
tly weakened by changing economic 


\ditions. 
But even if these companies were 


monopolies, they could not use their 
r to injure the public as a glance at 
economic conditions in the markets 
h they serve will make clear. It is 


mmonly assumed that in these mar- 


there is monopoly in production 
competition in consumption, and 
where monopoly is introduced on 
side of a competitive market price 


listortion will result. This is true with- 


fit from 


rtain limits. If all the producers 
ne and the consumers continue 
mpete, it may be possible for the 
cers to find some higher price 
ich they can extort a larger 
the consumers. But it 
ld be noted that under the condi- 


ns of modern business such a _ pro- 





r’s triumph will be short-lived. In 
some of the consumers will find 
substitutes which will free 
from the clutches of the monopoly, 
is this takes place the volume of 


factory 


les will fall, the monopoly profit will 


lually disappear, and in the long 
the producers will be worse off than 
were under free competitive condi- 


is, because men hate monopoly, and 


an industry is popularly supposed 
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to be tainted with it its prosperity is 
gravely menaced. 

Substantially the same conditions and 
the same result will occur if all the buy- 
ers combine and the producers continue 
to compete. By putting down the price 
the buyers may for a time increase their 
profits but hardly in the long run, for 
production will adjust itself to the new 
conditions and the buyers’ pool may 
have to content itself with a perma- 
nently reduced supply which even at the 
lower price will yield them a smaller 
profit. 

It is important to note, however, that 
in both cases the result is to reduce the 
community wealth, for this wealth de- 
pends upon the volume of goods pro- 
duced and consumed at a profit, and 
when volume is reduced, as it is in both 
cases, the loss of wealth by the com- 
munity is inevitable. It is, therefore, 
important to the interest of the com- 
munity that neither group in a competi- 
tive market should be allowed to act as 
a unit while the members of the other 
group act separately. When this 
happens a few grow rich at the expense 
of the many. Our aversion to monopoly, 
particularly among producers, is thus 
seen to have a solid foundation. But 
what will happen if both sides of the 
market are combined and act as units— 
when all the producers act together and 
all the consumers do the same? The 
result may be a deadlock paralyzing the 
whole industry, but in the long run a 
man does not “bite off his nose to spite 
his face.” In time, if both sides are firm 
and both intelligent, they will get to- 
gether and find a way to agree on the 
price and quantity which will produce 
the largest volume of business and total 
profit. They will probably work out 
some method of arbitration which will 
achieve this result, but the important 
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thing to observe is that the price thus 
agreed on will be substantially the same 
as the price in the freely competitive 
market which is the optimum point for 
the community. 

The result is so important that it is 
worth restating. When a market has 
been freely competitive, a combination 
of either producers or consumers may 
injure the whole community and tem- 
porarily benefit themselves, though in 
the long run they will injure themselves 
by reducing or limiting production. But 
the optimum point—the point of maxi- 
mum production and profit which is 
most advantageous to the community 
—is as likely to be reached and may 
be reached more rapidly when col- 
lective bargaining—or monopoly con- 
trol—is in use on both sides. In other 
words, monopoly need only be feared 
when it is on one side and not on the 
other, because the only weapon of 
monopoly is its power to curtail produc- 
tion and this power vanishes when faced 
with monopoly on the other side. One 
monopoly in a market may harm you; 
two can not. One might go farther and 
point out that where quantity produc- 
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tion greatly reduces cost, monopoly on 
both sides of a market may often be 
better for everyone than free competi. 
tion because a lower price and therefore 
a greater output may result. 
Although it is not generally recog. 
nized, the condition above described 
namely, monopoly on both sides and 
an arbitrator, is exactly the condition 
which now exists in the markets for pub. 
lic utility services. Exclusive franchises 
have given the producers a monopoly, 
while the regulating commissions and 
the rules of law against discrimination 
give the consumers the power of collec. 
tive bargaining which enables them to 
act as a unit also. Between these two 
parties stands the regulating commis- 
sion, charged with the duty of seeing 
that prices are just and reasonable and 
if they can be induced to think of them- 
selves as arbitrators whose business it is 
by careful economic research to ascer- 
tain the competitive or optimum price, 
we shall have a truly ideal situation for 
scientific price regulation. In a later 
article an attempt will be made to indi- 


cate how the competitive price for pub- 


lic utility services can be determined. 











By H. T. 
Early Development 


HE first public screen showing 
ever made of a motion picture 
seems to have occurred on May 21, 

)s, when Otway Latham exhibited a 
film occupying about four minutes of 
screen time and depicting a prize fight.’ 
The real commercial development of 
the industry, however, began approxi- 
mately eight years later. T. L. Tally 
pened the first amusement house de- 
voted exclusively to pictures in Los 
Angeles in 1902. In 1903, Adolph 
Zukor began the operation of an arcade 
in South Union Square, New York City. 
In 1906 Carl Laemmle opened a show 
house in Chicago, and William Fox 
started operation of a penny arcade and 
picture show in Brooklyn. By the close 
of 1906 the new industry was definitely 
launched as a business. 

In the early stages of its development, 
the business was dominated by those 
companies interested primarily in the 
manufacture and lease or sale of such 
equipment as motion-picture cameras 
and projectors. Having disposed of a 
projector, the next task was to insure 
in adequate supply of films to the ex- 
bi Originally these films were sold 


tor. 
In the history of the industry, Ramsay’s Million 
ind One Nights, Simon and Schuster, and Will 
Irwin’s The House that Shadows Built, Doubleday 
Doran, furnish very readable and reasonably ac- 
rate accounts. Both have been drawn upon 
reely in this summary. Attention should also be 
alled to The Story of the Film, Joseph Kennedy, 
A. W. Shaw Company. 
~The term “exchange” is still in common usage. 
st of these exchanges, however, have lost their 
ginal character and have become simply branch 
and distribution points for producers. On 
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outright and exhibited by the showman 
until no longer usable. About 1903- 
1905, many small exhibitors began to 
appear, most of whom could scarcely 
afford to buy films and then lay them 
aside after a short run. This became 
particularly true as the reels became 
longer, and as it was realized that, in 
order to operate a show successfully, a 
change of program was essential. This 
practice meant that a “film exhausted its 
entertainment value long before it was 
worn out.”’ Some new plan of distribu- 
tion was imperative if the industry was 
to expand to any considerable propor- 
tions. The solution seemed to lie in the 
establishment of so-called exchanges, 
whereby an independent firm bought the 
films from the producers and leased 
them to exhibitors.” 


Thus early in the development of the 
industry there evolved one of the most 
serious of problems. It must be borne 
in mind that the number of motion-pic- 
ture houses was steadily increasing. 
Programs consisted of from three to five 
one-reel pictures, and a daily change of 
program was frequently practiced. One 
essential requirement, moreover, was 
that the film be new. Then, as since, 
the first showing of a picture had the 





the other hand, there are today independent organ- 
izations that buy outright, or more commonly lease 
under exclusive rights for perhaps five years, films 
from various producers and in turn lease them to 
exhibitors within their territory. Such organiza- 
tions are still called “State Right Exchanges” (or 
simply “State Righters”), although the term “state” 
as used in this connection has long since lost its 
significance. A State Right Exchange, however, 
seldom operates over more than a very restricted 
area. 
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greatest entertainment value; it often 
commanded 10 to 20 times the rental 
that it could later. In fact, “after a 
month, the price became almost nomi- 
nal.” This led to reckless price cutting, 
violations of release dates, and many 
other forms of unfair practice on the 
part of competing exchanges in order to 
swell their volume of business. 

Another factor complicated the situa- 
tion. The manufacturers of cameras 
and projectors had founded their busi- 
ness upon patent rights. As usually 
happens, no one man or company either 
invented or had exclusive control over 
all the various technical improvements.’ 
Yet each was concerned with selling as 
great a numberof its installations as 
possible. To attain some measure of 
control, it was common for a seller to 
insert a clause in his contract of sale 
requiring that an exhibitor use with his 
machine only those films produced by the 
seller. But since each exchange strove 
constantly to augment, by fair means or 
foul, the volume of its sales and profits 
and since there was a steadily increasing 
number of small, independent exhibitors, 
the difficulty of enforcing such a clause 
became ever more apparent. 

The first outstanding step toward 
stabilizing the situation came in 1908. 
In that year the Motion Pictures Patent 
Company was organized, consisting of 
seven producers of equipment and pic- 
tures that had been licensed under the 
fundamental Edison patents, the Amer- 
ican Biograph Company, George 
Kleine, a Chicago film distributor, and 
the Edison Company. Under the terms 
of the agreement entered into by these 
interests, all patent rights and claims 
were surrendered by the several com- 

* Suits for infringement were common. Edison’s 


suit filed in 1897 against Kuhn and Webster and 
the International Film Company was the first of a 


long series of such actions. 
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panies and pooled with the newly-organ. 
ized Motion Pictures Patent Company. 
Each individual producer, however, re. 
tained the right to make any picture he 
saw fit and to distribute it through any 
channel he chose. Only licensed cx. 
changes were permitted to handle‘ films 
produced by the Motion Pictures Paten: 
Company, however, and they in turn as 
licensed representatives agreed to sell 
only to such theaters as had licensed 
projectors. Since at that time all posi- 
tive films were leased on a flat footage 
basis, since any number of positives 
could be made from one negative and a 
positive could be shown by any number 
of theatres, no particular problem of 
apportionment of film sales among the 
member companies arose. 

This move, though fundamental, did 
not fully meet the situation. Unlicensed 
picture producers continued to offer 
their product on the market. Inde. 
pendent exchanges continued to operate. 
Both of these conditions were made pos- 
sible by tremendous demands for films 
on the part of exhibitors. Even the 
licensed exchanges of the Patents Com- 
pany could not always be kept under 
control and not infrequently they re- 
sorted, under the lure of profit, to viola- 
tion of the terms of their agreement. 
It seemed that the only method by which 
the situation could be kept in hand was 
to secure a consolidation of the ex 
changes. So, in 1910, the General Film 
Company was organized by the mem- 
bers of the Patents Company for the 
purpose of distributing its films. The 
General Film Company was successful, 
under threat of revocation of license, in 
buying 57 of the 58 exchanges then 
operating throughout the country. Thus 


*In the light of subsequent developments, it is 
significant that the exchanges leased the films 
from the producer during this period and did not 
buy them. 
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the control of the “film trust’? reached 
its height. 

Independents, however, led by such 
men as William Fox, who operated the 
-8th exchange and who chose to fight 
-ather than sell, and Carl Laemmle at 
once opened war on the “Trust”. In 
consequence, in 1915 the General Film 
Company was dissolved by order of the 
federal courts. 

Aside from any legal action, however, 
there were economic forces which were 
undermining the combination, forces 
which were seeking to place the motion- 
picture business definitely on a new 


t 


basis. Both the public and exhibitors 
became interested in obtaining better 
pictures> and not merely in viewing or 
exhibiting a given number of feet of 
films. This policy involved a sharp 
break with that adopted by the General 

Film Company. Under the policy of 
the latter, ‘no account was taken of in- 
dividual pictures or of individual actors 
or directors, and the flat rate per foot 
applied without regard to the number of 
separate pictures furnished, the quality 
or character of the pictures, the size of 
the theater, or of the town or city in 
which it was located, and regardless of 
whether the particular exhibition was a 
first or subsequent run”. But if feature 
pictures of varying length and of vary- 
ing quality were introduced, then some 
system of comparative pricing seemed 

*An indication of this was the showing by 
Adolph Zukor of “Queen Elizabeth,” starring Sarah 
Bernhardt, as a move in his proposal to show 
“famous players in famous plays.” This occurred 
Nn 1912. 

*It is interesting to note that no outstanding 
effort was made to reach the non-theatrical field. 
The Educational Film Company was organized by 
Mr. Earle Hammons in 1914, primarily to supply 
informational and educational films. The experi- 
ment Was not a success and was abandoned after a 

t trial. In 1928, the company produced only 
news reels and comedies, and these as short subjects 
only. The University Film Foundation, organized 
a totally different basis, is now undertaking to 


logical. Moreover, a producing com- 
pany striving to develop a demand for 
its own particular type of picture could 
scarcely be satisfied with having its 
product sold on an equal basis with that 
of all other producers. 

When this stage in the evolution of 
the industry was reached, it is clear that 
two problems emerged. First, there 
was the baffling one of determining the 
type of pictures that would satisfy the 
public demand. The attempt to analyze, 
forecast, and meet the constantly vary- 
ing whims of the entertainment-seeking 
public still constitutes one of the major 
problems of the motion-picture business. 
Fundamental and far-reaching as this is, 
however, it is not one which can be dealt 
with at this point.® 

The second important problem which 
emerged was that of determining the 
manner in which these pictures were to 
be priced and distributed. In the earlier 
days pictures were licensed through ex- 
changes to exhibitors under what has 
been designated as the “program 
system”, a plan “by virtue of which an 
exhibitor could purchase the right to use 
a certain number of reels per day, con- 
stituting his entire program, for an in- 
definite time in the future at a flat rate 
per foot of film . What the dis- 
tributors sold and what the exhibitors 
wanted was a service, that is, a constant 
supply of two or three reels of motion- 
picture film furnished two or three or 


develop the educational field. The task of antici- 
pating public favor has been met largely by the 
trial-and-error method. Every producer, however, 
is compelled to meet it in some way. The Universal 
Pictures Corporation has recently undertaken, 
through the questionnaire method, to determine 
what the public wants in a general way. This 
company also has recently employed a psychologist 
for the definite purpose of grappling with the issue. 
The same problem exists for the so-called “legiti- 
mate theater’. Certain very interesting parallels 
are also to be found in the book-publishing business. 
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more times a week”’.’ This plan, how- 
ever, clearly could not continue beyond 
the time when the public began to mani- 
fest a substantial interest in the type of 
picture itself and in the actors who par- 
ticipated in it. Indeed, it gave birth 
to what came to be known as the “‘star’”’ 
plan, whereby, although groups of pic- 
tures were offered the exhibitor, the 
offerings consisted of several series of 
seven or eight pictures, each series 
featuring a particular star. An ex- 
hibitor, for instance, bought six Pick- 
fords, or six Harts. Thus the stress 
ceased to be on the program as a whole 
and came to be centered on the star. 
This continued until between 1917 to 
1919. An important reason for its 
abandonment was that of rising costs. 
The causes for these increased costs ac- 
companying the new production policy 
are not far to seek. Scenarios became 
more expensive. The filming of the pic- 
tures cost more and more as they were 
made ever more elaborate. Another 
major factor was to be found in salaries 
paid the actors. It was always the star 
who was advertised to the public. Many 
of these became immensely popular and 
came to feel that it was their personality 
and acting, rather than either the plot or 
the producer’s name, which attracted the 
public. So the stars demanded substan- 
tial increases in salary, so substantial 
that the producer deemed them exces- 
sive.® 

This dependence upon the reputation 


7In some measure, at least, this policy continued 


up to 1917. 


SIn quite a number of cases such stars, finding 
producers unwilling to meet their salary demands, 
organized producing companies of their own. The 
history of the United Artists Corporation is most 
interesting in this connection. 

® This is not meant to imply, of course, that pro- 
ducers, either then or at a later time, ceased to 
place a good deal of value upon a star. However, 
whereas at the earlier period all of the pictures 


of an individual star came in itself to 
be considered poor policy, wholly asid. 
from the question of salary. The cos: 
of building up such a reputation was nos 
inconsiderable. Furthermore, it was apt 
to prove, for obvious reasons, somewhat 
ephemeral, even though - successfy| 
Combined with the generally rising costs 
of production all along the line, it led tp 
a belief that a further revision of the 
basis of sales was necessary. Eventually. 
it led to the general adoption of a new 
policy of block booking, relative to 
which more will be said presently.* 


The Trend Toward Integration 


As a consequence of the general situa- 
tion then existing, there came another 
development of fundamental impor. 
tance. This was the acquisition by pro- 
ducers of their own distributive organ- 
ization. Various factors contributed to 
the adoption of this policy. For one 
thing, no exchange could operate proft- 
ably so long as it was forced to rely 
upon the occasional production of a few 
long pictures, such as any one producer 
was at that time able to offer. As his 
yearly output increased, the large pro- 
ducer came to feel that he could dis 
tribute more cheaply than the individ: 
ually-owned exchange. Although it 1s 
difficult to determine exactly the number 
of such exchanges then existing, it is u- 
doubtedly true that, considering the 
number of producers, there was a lack 
of an adequate number of good ex 


mn 


grouped in a given series consisted of those 
which a given star appeared, today it is mort 
common to include in a block of pictures those of @ 
well-known actor together with others in which the 
principal actor is less well-known. Exhibitors 
often contend that this practice requires that the) 
buy many pictures which they do not want and of 
which the distributor would experience difficult 
in disposing, in order to get those pictures which 
have strong box-office appeal. 
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anges available to any one producer. 
TI e feeling then as now was that every 
jucer had to have national distribu- 
1. his product in order to operate 
ssfully. Thus, though a company 
+ secure excellent distributive serv- 
1 some territories, in all probability 
ore would be anything but satisfactory 
sentation in other areas. Only by 
controlling the distributive or- 
zation could the best results be ob- 
tained. 
urthermore, there were other posi- 
dvantages in the producer-owned 
For instance, the whole 
stion of physical distribution could 
handled better. Films would be kept 
better condition, prompt delivery 
safeguarded, bookings more efficiently 
supervised. Moreover, it was possible 
1 somewhat higher level of rentals 
ght be obtained than formerly. The 
bargain with the exhibitor might 
made more shrewdly. On the other 
1, so long as the producer sold his 
tures to the independent exchange, 
price he received was in no small 
sure a reflection of what this inter- 
liary told him his picture was worth 
of what that particular exchange 
was able to pay. Owning his own dis- 
tributive organization made necessary 
ne bargain rather than two and placed 
m in a more advantageous position to 
Bearing in mind the 
mmon assumption that there is and 
in be no relation between the cost of 
producing a motion picture and its sales 
lue, the special significance of this 
argument becomes the more clear. 
lheoretically, too, a producer in control 
of his own distribution, since he deals 
with the exhibitor directly, is in a better 
position to judge the kind of a picture 
to make, although actually this factor 
probably did not play much of a part in 
e story. 
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It is important to note that this trend 
toward integration of producer and dis- 
tributor has become the common rule. 
Obviously, only those companies with 
adequate financial resources are able to 
pursue this policy. There are still small 
producers who continue to distribute 
through “‘state righters”. ‘That this is 
not the most economically advantageous 
policy may help explain the trend toward 
large-scale production in this industry. 
Both the small producer and the inde- 
pendent exchange are becoming rela- 
tively less and less a factor in the motion 
picture business. Today the majority 
of producers operate their own ex- 
changes or distribute through those pro- 
ducers who do. 

This integration developed even when 
not initiated by producers. The history 
of First National Pictures, Incorpo- 
rated, Universal Pictures Corporation 
and Pathé Exchange, Incorporated, is 
interesting in this connection. The first 
was originally organized by exhibitors 
in 1917 as a cooperative buying group, 
known as the First National Exhibitors 
Circuit, Incorporated, for the purpose 
of securing the advantages of increased 
buying power and of control of pictures 
to be shown. The licensed members not 
only bought pictures for exhibition in 
their own theaters, but also, as individ- 
uals, operated exchanges in their own 
territory. It was only a matter of time, 
however, before the company began to 
produce its own pictures directly and 
became one of the foremost producers 
in the field, while retaining its own dis- 
tributive organization.”® 

The history of Universal Pictures 
Corporation follows the same general 
lines. Mr. Carl Laemmle started as an 
exhibitor. During the fight with the 
General Film Company he organized 

10 This company has recently been acquired by 
Warner Brothers. 
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his own exchange in order to secure a 
sufficient number of pictures with which 
to operate, having been refused films by 
the “trust”. Today this company, too, 
ranks as one of the largest producers. 
Still another illustration is that of Pathe 
Exchange, Incorporated. Up to June, 
1927, the business of this company “was 
confined almost exclusively to the distri- 
bution of motion pictures as distin- 
guished from the production of motion 
pictures’. It then entered into the field 
of production on an extensive scale with 
the acquisition of the DeMille Studios 
and the producing business of Producers 
Distributing Corporation and_ the 
Cinema Corporation of America, Incor- 
porated. In every case the reasons were 
essentially the same. The company was 
anxious to control the quality and type 
of pictures handled at prices that 
seemed to be fair. 

Though chronologically out of order, 
it may not be out of place to call atten- 
tion to another phase of integration— 
that manifested by the acquisition or 
control of theaters by producer-distrib- 
utors."’ Various causes operate which 
help to explain this trend. For one 
thing, there is the lure of the profit 
which may be made from theater opera- 
tion as such. Again, the producer-dis- 
tributor is provided with an increase of 
bargaining power. Remembering that 
no producer today can offer a sufficient 
number of feature pictures fully to 


That this same tendency is operating in Eng- 
land is manifest from the announcement of the 
recent $70,000,000 merger between the Gaumont- 
British Picture Corporation and the Provincial 
Cinematograph Theaters, which gives the new 
organization control over 300 theaters. 

Abram F. Meyers, formerly chairman of the 
Federal Trade Commission, and now President 
and General Counsel of the Allied States Asso- 
ciation—an organization representing the inde- 
pendent exhibitors—said recently, “The entrance 
of the producer into the exhibition field has brought 
the instability and unrest which characterizes the 
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supply a theater operating, as the larger 
number do, two features or more ; 
week, it will be noted that some Pictures 
must be purchased outside even fo; 
those theaters which are producer-con. 
trolled. The more theaters a producer 
owns, therefore, the greater his bargain. 
ing power becomes when he enters the 
general market to buy. Probably 4 
more fundamental explanation, hoy. 
ever, than either of the preceding is to 
be found in the desire of the producer to 
assure himself of outlets and of some 
certain income to meet his production 
costs. An efficiently operated chain of 
theaters, strategically located, should 
yield some contribution toward produc. 
ing costs. There is, for example, the 
exploitation value which is derived from 
the exhibition of a picture shown in a 
de luxe house at a key point. Then, too 
the maximum revenue from any picture 
comes in the first three to six months of 
its showing.’” A substantial proportion 
of this accrues to the producer, if he 
owns a considerable number of outlets, 
since naturally his theaters are first-run 
houses for his own pictures. The fact 
that the film is leased rather than sold 
outright may also suggest the desir- 
ability of a close working agreement be- 
tween the two parties concerned. 
Consequently, by far the largest 
number of theater chains in the United 
States are closely affiliated with some 
producer. One executive has stated that 


motion-picture industry today.” It is his opinion 
that such competition has produced “a more critical 
situation than is presented by chain-store competi- 
tion in other lines. The producer represents the 
only source of supply. We do not believe 
that the elimination of the independent producer 
is required by an inexorable economic law, such law 
often being confused with unfair and discriminatory 
practices.” See Motion Picture News, February 9, 
1929, Ppp. 413, 418. 

12 Sections of the discussion in this article re 
garding the matter of pricing also throw some light 
on this argument. 
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very chain now operating is definitely 
: sed up with some producer”. This 
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slete ownership to a more or less intang- 
ble working agreement. Just how far 
, theater within a chain can be operated 
more eficiently than can an independent 
theater has not been ascertained.” 
[here is a great lack of expense figures 
earing on this point. The real com- 
trability of such figures would fre- 
ently be open to question, even 

ich comparable in form, since the 
competitive situation would very con- 
siderably influence such items as expen- 
tures for film rentals. Certainly some 
idependents can buy quite as cheaply 

1 some chains. 


Some Fundamentals in Pricing 


[he question of pricing motion-pic- 

ture films raises a host of questions. In 

; industry, as in many others, there is 

the basic assumption that these prob- 

ems have no parallel elsewhere. With 

most other commodities, for example, 

price has a very definite relation to cost. 

lt is urged, however, that in the motion- 

cture business, price factors operate 

) differently that there is little relation- 
ship between costs and price. 

| There is a definitely known cost, of 

; course, of making a given picture. This 

st may vary from a few thousand 

iollars to over two million, averaging, 

haps, about $100,000 per picture. 

(his money must be expended before 

‘definite idea of its sales value can be 

d, since no man can tell how the public 

will react to any particular picture until 

is been shown. Over a year, a com- 

may be able to tell within 10% 

t its gross sales will be, but not on 

one picture. The exhibitor, after 

', 1s selling entertainment—an intang- 

‘©, somewhat vague thing. How will 


pn -€ 
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this picture strike the public fancy? In 
what things will the public be interested 
when this picture is offered? These 
questions are constantly besieging every 
producer. So he always returns to the 
same proposition, that with respect to 
any individual picture, no person can 
know its entertainment appeal, and 
hence its sales value, until the public has 
seen it. 

That this problem is more or less 
peculiar to the motion picture industry, 
and an essential part of it, is attested to 
even by those outside of the business al- 
together. Mr. Max Prager in an article 
entitled, ‘‘Some Accounting Problems of 
the Motion-Picture Industry,” says: “In 
the motion-picture industry, however, 
costs have practically no bearing upon 
sales or rental value. ‘This is usually 
fixed at what the traffic will bear, based 
upon the merit of preceding productions. 
Costs, when used at all, are mainly for 
public consumption and sales argument, 
and are in most cases pure fabrica- 
toa.” 

It will be noted, further, that from 
this assumption certain corollaries seem- 
ingly follow. One is that when a picture 
is offered, the distributor should make 
every effort first of all to secure sufficient 
revenue to meet the costs of the picture. 
Having met the costs, he then continues 
his efforts in order to make as large a 
profit as possible. In other words, each 
individual sale is frankly not made on a 
basis of cost plus. Early sales are made 
to recoup the costs incurred. Subse- 
quent sales return the profit. This is 
the position taken by practically every- 
one in the industry. Relative to it, 


18 Tt is reported that the Publix chain has decided 
to discontinue some 4o theaters which it now con- 
The assigned reason is high cost of operation 
Considering the type of 
there is no special 


trols. 
and inadequate margin. 
theaters involved, however, 
significance to this action. 
14 4d ministration, July, 1921, page 71. 
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Montgomery says, in discussing depre- 
ciation rates :"° 

Negatives last indefinitely, but their value in 
use expires with the demand for the positives 
printed from them. The larger producers plot 
curves on the drawing power of each picture 
and so estimate its probable life and earning 
power. From these data they are prepared to 
reckon the lessening value of negatives. 

In certain circumstances, as, for example, 
when a producer makes only one picture over 
a considerable period, which calls for a large 
expenditure, the speculative nature of the un- 
dertaking would warrant the application of all 
revenues against the cost of the picture until 
the cost is fully extinguished before any net 
income is considered to have been realized. 
The thought has been advanced that if such an 
enterprise were on a cash, rather than an ac- 
crual basis, the expenditures of a given period 
for a new picture might well be applied against 
the cash receipts of the same period even 
though the latter were from earlier pictures. 
The argument is similar to that just referred 
to, namely, that the outcome of the new pic- 
ture is so uncertain that any other course 
would result in considerable apparent profits 
when all the while the profits have been largely 
disbursed in an allied undertaking (another 
picture) which may entail a huge loss with 
nothing against which to offset it when the 
picture is released. 

‘This much may be said: that when an under- 
taking consists of isolated productions at long 
intervals, with a large hazardous investment in 
such productions, ordinary methods of depre- 
ciation, or even the accrual basis of account- 
ing, will hardly apply, and the case will have 
to be dealt with according to its peculiar cir- 
cumstances. 

In judging the validity of this whole 
line of thought, certain facts need to be 
borne in mind. While it may be true 
that a producer-distributor may not 
meet his total costs (when and if 


'® Montgomery, R. H.: Auditing, Theory and 
Practice. The Ronald Press Company. 

16 This practice of “blind booking” has been 
under attack for some time, and in England no 
picture can be offered for sale until the exhibitors 
have had an opportunity to view it. Two objec- 


tions are raised to compulsory pre-viewing. One 
is that only an insignificant number of exhibitors 
ever avail themselves of the privilege. This is 
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known) on any one picture, yet by a 
process of averaging his costs and reve. 
nues over the year, he may very well 
establish something of a relationship, 
In the long run, it may be that this js the 
best he can do. Some producers claim 
that they can estimate in advance ty 
within 10% of their gross revenue fo; 
the coming year and are quite content. 

Further, in his relations with the ip. 
dividual exhibitor, the distributor does 
not wait until the year’s production js 
complete before he begins to sell. The 
annual selling season usually starts in 
the late spring or early summer. Def. 
nite contracts are entered into by ex- 
hibitors during the summer for the 
greater part of their next year’s re. 
quirements. In fact, few of the pictures 
thus to be shown have been actually 
made at the time they are thus bought. 
On some, work has been started. With 
regard to others, the plot, cast, and 
director are known. As to others, it is 
known only that a certain star will prob- 
ably appear in them, but neither the title 
nor the plot is determined. Thus, the 
producer does actually have definite con- 
tracts for definite pictures at contracted 
prices prior to the production of many 
of those pictures.*® 

This condition facing the motion-pic- 
ture industry, furthermore, is not with- 
out parallels in other businesses. The 
publisher of books and of magazines 
faces much the same problem. Seldom 
can the demand for a specific book be 
definitely determined. Some books, it's 
true, sell because of the author’s estab- 


undoubtedly true, thought perhaps for certain pur 
poses the fact that the opportunity was preset 
might serve. The other objection is raised by the 
production department itself. Exhibitors usw 
desire to enter into a contract which will give them 
definite assurance of pictures for many months 1 
advance, in order that there may be no chance © 
their screens “going dark” or to insure receipt © 
the certain much-desired pictures. To meet this 
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{ reputation; and so, too, some 


eu 


a sienres are valuable because certain 


sit 


ve- ars appear in them. Certain publish- 


Slalo 4} 


ell -< are known to offer the public certain 
ip. -vpes of books, of a certain quality, 
he appealing to a certain class of readers. 
im », too, in motion pictures. Some com- 
, nanies make “high-class” feature films; 
or others a cheaper grade of “program” 


nt. pictures only; and still others specialize 
“shorts.” 


Manufacturers of certain kinds of 
women’s wear and of textiles, in which 
fashion plays a large part, are also ina 
position somewhat analogous to that of 
he motion-picture producer. Two ob- 
iections may be raised to this parallel: 
frst, that there is no recognized style 

ter for pictures such as there is for 
women’s wear; and secondly, that the 

es can not be made from samples, as 

s so frequently done, for instance, in 
some textiles. Neither objection is en- 
ely convincing. The large, de luxe 
eaters of New York and Los Angeles 

f do establish a “showing” to serve as a 
le to the smaller exhibitor. In fact, 
has been said, “‘a picture is of little or 
no value to the neighborhood house and 
smaller towns until it has received ex- 
ploitation and advertising in a show- 
ndow theater.”” This may not be 
wholly true, but the point is not with- 
ut significance. Nor is the second ob- 
tion to the analogy beyond question. 
Where the plot of the proposed picture 
s known, and particularly where the 
ist and director have been selected, the 


iemand, and at the same time to have these pic- 
t iilable for pre-viewing, would render it 
ble to alter productions plans so as to be 
capitalize on changes in public fancy. The 

f timeliness would be sacrificed. It is quite 

1in that in this country at least, such a required 
pre-viewing would necessitate a thorough-going 
revision of production policies. In any event, it 
ay be said that the exhibitor is in no different 
sition from that of the man who subscribes to a 





exhibitor can judge within reasonable 
limits what the completed product will 
be. 

The exhibition value of a picture, 
furthermore, is partly dependent upon 
the amount and kind of advertising done 
by the distributor. Not only this, but 
as bearing upon the general principle 
under consideration, it should be ob- 
served that a distributor has the right to 
select, for use as a “road show,” any 
picture which in his judgment has un- 
usual sales merit. This can be done at 
any time, even though the picture has 
already been exhibited by some theaters, 
and although the distributor has con- 
tracted to deliver that picture for ex- 
hibition to others. 


The Pricing of Films in Practice 


The conclusion would seem to be that 
the general assumption that cost has no 
relation to the sales value of a motion 
picture, and that the value to the dis- 
tributor can not be known until a pic- 
ture has been actually completed and 
shown, is not without limitations. It is 
likely, moreover, that the speculative 
element will be reduced as time goes on. 
More careful analysis of public demand, 
the acquisition of controlled outlets, 
more carefully conceived advertising 
plans, a probable further reduction in 
the number of small, independent pro- 
ducing companies, and closer and 
sounder affiliation with the banking in- 
terests are among the factors which 


magazine for a year or more in advance. 

17The Standard Exhibition Contract permits 
“the exhibitor to refuse to accept a photoplay which 
has been misrepresented to him. He may also 
cancel out not to exceed 10% of the total number 
of photoplays contracted for, upon written notice 
and upon payment of one-half of the amount pay- 
able on such films”. Photoplays not designated by 
title may also be canceled out under certain condi- 
tions. 


ad 
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should contribute to a greater stabiliza- 
tion of this general situation. 

The fact remains, however, that 
prices paid by exhibitors vary widely, 
and in practically every case they are 
the result of a horse-trade type of bar- 
gaining between the exhibitor and the 
salesmen. No fixed price exists, and the 
actual contract price is always the out- 
come of negotiations. What the ex- 
hibitor has paid in the past for similar 
pictures, what the salesman thinks he 
should (or can be made) to pay, the 
type of picture under consideration, the 
number of the particular distributor’s 
pictures the exhibitor is willing to take, 
the type of theater in which the picture 
is to be shown, the amount of competi- 
tion met with in that area, are only some 
of the factors influencing the final de- 
termination of terms. 

In the great majority of cases at the 
present time, the amount paid by the 
exhibitor is a fixed sum, determined upon 
in the manner suggested. Most ex- 
hibitors and distributors would probably 
agree that, provided a practical, mutu- 
ally satisfactory plan could be worked 
out, a percentage plan of payment would 
be a marked improvement. Even the 
distributor who does not now sell that 
way usually admits that such a proce- 
dure would be fairer to both parties, if 
the difficulties could be overcome. 
Where used, the percentage plan takes, 
in the main, one of three forms: a 
straight percentage division of all box- 
office receipts during the showing of the 
picture; a minimum guarantee to the 
distributor, followed by a definite allow- 
ance to the exhibitor of a similar 
amount, and a division on some percent- 
age basis of all receipts above that 
amount; or, a definite allowance to the 
exhibitor of some predetermined sum 
to cover his expenses and to allow some 
profit, with a percentage split of receipts 
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in excess of that sum. Various objec. 
tions are now raised to any percentage 
plan, regardless of its form. One is that 
the distributor insists upon a division 
which the exhibitor feels does not leaye 
him a sufficient amount to meet expenses 
and yield a profit. There is objection 
on the ground that the exhibitor js 
forced to divulge confidential informa. 
tion which he is unwilling to reveal, 
This information, he believes, is likely 
to be used against him by the distributor 
in making subsequent bargains or js 
likely to leak out into the hands of com. 
petitors. This latter possibility is espe. 
cially objectionable in cases where the 
distributor operates his own theaters. A 
third objection results from the exhibi- 
tor’s reluctance to allow the distributor 
to check, in some form, his receipts. At 
the same time, the distributor is con- 
vinced that such checking is essential, 
since many exhibitors will report their 
box-office receipts inaccurately, either 
through carelessness or with deliberate 
intent to mislead. Though generally 
believed necessary, it becomes obvious 
that checking, in any form, is expensive, 
both in money costs and in good-will. It 
should be said, however, that in the 
aggregate many pictures are sold on this 
basis, though proportionally the number 
is small. 

Space does not permit a discussion of 
all of the factors affecting the final deci- 
sion on price, but attention may be called 
to two of them. One involves the ques- 
tion of protection to be enjoyed by 3 
given exhibitor from competitive 
theaters, and the other, that of block 
booking. 


Protection as a Factor in Price 
The need for such protection, as has 


been suggested, will be apparent and 
rests upon the peculiar nature of the 
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In the first place, the more 


D roduct. 
pI 
timely a picture is, and the newer it is, 


the more valuable it is. It is claimed 


0% of the total revenue from a 


that 4U 


cture is secured from the first-run 
show! ings in 100 key centers. Viewed 


from another angle, about 50% of the 
rotal revenue from a picture is obtained 
vithin the first 90 days. Promptness in 
listribution is, therefore, held to be both 
necessary and valuable. A given desk 
may be as valuable for sales purposes 
today as it was five years ago. It would 
be as readily accepted by a buyer and 
command as high a price. This is not 
true of a given photoplay. Hence, the 
frst runs are worth more to the ex- 
hibitor and can be disposed of by the 
jistributor for a higher price than any 
subsequent showing. Furthermore, 
there is practically no repeat demand 
for that picture. A consumer may buy 
and enjoy a can of corn. A few days 
later he will buy another can exactly 
like it. The fact that he bought the first 
at one store does not prevent him from 
buying the second in some other shop. 
But a cinema patron, having seen a pic- 
ture once, will rarely go to view it a 
second time. He may, it is true, culti- 
vate a taste for motion pictures and may 
prefer a certain star or company product 
. some other; but another viewing of 
the identical picture seldom appeals to 
him and having seen it at one theater, he 
will not go to another for a second view- 
ing. Hence, a large first-run house 
wanes to be certain that no other 

heater in the same area, possibly charg- 
ing a lower admission price, runs a given 
picture “day and date” with it. But he 
insists upon still further insurance. 
Knowing that patrons do not wish to 
wait too long before seeing a new, timely, 
much-discussed picture, even though 
they are certain that they will be able to 
see it for less money later, the first-run 
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theater insists that some substantial 
interval of time elapse between its last 
showing there and its first showing at 
some other show-house. Further, no 
theater having purchased a picture for a 
second or third run is allowed to adver- 
tise that showing during any prior run 
in the same zone. 

The amount of such protection ob- 
viously influences the price which a dis- 
tributor will charge. Clearly, he will 
protect his own theaters first. Should 
he also sell to another chain of theaters, 
he will usually protect all the theaters in 
that chain, regardless of their type, 
against any independent theater, regard- 
less of its type. There is, however, no 
uniformity in the length of time granted 
by distributors. Asa result, a very com- 
plicated series of arrangements fre- 
quently exists. These adjustments are 
often the cause of much bitter wrangling 
between theater owners and distribu- 
tors. The mutual relationships ulti- 
mately adjust themselves into some sort 
of a scheme more or less accepted, but 
never wholly satisfactory. 


The Problem of Block Booking 


Aside from the question of protection, 
the problem of block booking is one 
concerning which there has been much 
debate, particularly because of the pub- 
licity given the practice following the 
various Federal Trade Commission 
suits. With the exception of the United 
Artists Corporation and World Wide 
Pictures, Incorporated,'* most distribu- 
tors at the present time pursue a policy 
of block booking in some form. The 
historical basis for this practice has al- 
ready been indicated and need not be 
repeated here. In its present form, 
block booking dates from, roughly, 


18-T he circumstances surrounding these two com- 
panies are somewhat exceptional. 
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1920. In essence, the idea is simple. 
Though no legal definition of the prac- 
tice exists, it may be said that it consists 
of the sale’® by a distributor to an ex- 
hibitor of a number of pictures simul- 
taneously, for exhibition over a period 
of time, the pictures being offered as a 
group and the aggregate price being in 
part dependent upon the quantity taken. 
The number of pictures in a group or 
block varies widely between one dis- 
tributor and another, and with the same 
distributor from year to year. The 
price quoted is for the entire block and 
always is less than the distributor would 
be willing to accept for the same pictures 
if sold individually. To the average 
distributor the practice is merely that of 
distinguishing between wholesale and 
retail selling, the wholesale price being, 
as in other lines of business, less than 
the retail price. 


Certain important considerations 
should be borne in mind relative to this 
practice. [To begin with, mere block 
booking should not be confused with 
forced block booking. The former 
merely presents to the exhibitor his 
choice of two alternative propositions— 
that of a wholesale or a retail purchase. 
Forced block booking may take the form 
of offering of a block on an “‘all or none”’ 
basis. The exhibitor is offered the en- 
tire group and the distributor refuses 
to sell to him in any other form. The 
extent to which this practice is followed 
by distributors is a matter of dispute. 
Most of them insist that they use all 


1°The terms sale and lease or rental, as com- 
monly used in the industry, are somewhat mislead- 
ing. Actually, no film is sold to an exhibitor, save 
in very rare instances. The titles to the negative 
film and to all positives made from it remain 
permanently with the producer, hence no sale occurs. 
Strictly speaking, such films are neither rented nor 
leased. What actually happens is that the dis- 
tributor, who holds a copyright to a picture, grants 


reasonable and legitimate means to jp, 
duce the exhibitor to take a block, by; 
if he refuses and the block can not 
disposed of to another exhibitor in the 
same area, that in every case they s¢l| 
the individual pictures. 

The general argument underlying the 
practice has been stated as follows: 

There is no more reason for the contention 
that the licensing of copyrighted motion Dic: 
tures for use by exhibitors in lots of six or , 
dozen or fifty is an unfair method of compet 
tion in commerce than is the sale at wholesale 
of apples or automobiles or books or cigars, 
No one can reasonably contend that a single 
apple should be sold at the barrel rate, or tha 
a single cigar should be sold at the box rate. 
or that a single box of cigars should be sold 
at the same price as a carload, or that the sale 
of apples by the barrel or cigars by the box or 
automobiles in quantities of ten or fifty is an 
offense against good business practices. It isa 
matter of common knowledge that a barrel of 
apples will contain not only good apples bu: 
some that are slightly imperfect. The chances 
are that a wholesaler would not permit a cus 
tomer to go through the barrel and select only 
the choicest apples and at the same time permit 
him to pay for the apples at the barrel rate. [i 
a purchaser desires to select the choicest apples, 
he must go to a retailer and pay a price com- 
mensurate with the quality of the product he 
intends to purchase. In the case of automo- 
biles, it seems to be universally recognized as 
a fair practice for an automobile manufacturer 
to require the dealer to purchase, for example, 
fifty cars or more in the course of a year, in 
order to enable him to maintain his franchise 
as an automobile dealer under such manufac: 
turer. ma 

Pathé contends that it is acting entirely 
within its legal rights in refusing to sell 2 
single picture for the same price that it would 
ask for a group of two or more. There can bt 


a license to an exhibitor, giving him the right t 
show that picture, such right being confined to ¢ 
designated theater “at the location and for the 
period of time set forth in each license agreement. 
Obviously, however, this license has no practical 
value unless the exhibitor has access to a positive 
print of the licensed picture. Therefore, the dis- 
tributor having sold the license, subject to certai® 
restrictions, “lends the necessary positive prints 
the exhibitor to enable him to exercise such licens¢ . 
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unfair method of competition in commerce 
ae -e there is a free, open market for the same 
r and quality of product available 


cae dus sources. 
Without discussing them in detail, the 
oll owing additional arguments are ad- 
inced in support of this practice. 

“Tt is urged that the practice of block 

booking reduces the cost of ee 
thus benefiting the distributors and, 

turn, the exhibitors; that block hte 
simplifies the buying problem of exhibit- 

rs by making it possible to obtain a 

ar's supply of pictures in a few large 

rchases, and that for this and similar 
‘easons most exhibitors prefer it; that 
block booking assures the producer a 
definite income which enables him to 
make better pictures than he otherwise 
could have made; that various attempts 
have been made to sell pictures on a 
strictly individual basis but without 
success. 

To this policy more or less opposi- 
tion has developed, culminating in legis- 
lative proposals to make it illegal, and 
in suits before the Federal Trade Com- 
mission.” Since we are here concerned 
solely with the existence of the practice, 
and not with an evaluation thereof, the 
basis of this opposition and its validity 
must be postponed to some future time. 

As a matter of law, however, as well 
as Federal Trade Commission practice, 
it may be noted that a competitive seller 
has, in general, the right to select his 
customers, refusing to sell to whomso- 
ever he pleases. Further, he has the 
right to sell upon any terms that he 
To pursue an arbitrary policy 
in these matters may show poor business 
judgment, but it is scarcely illegal. 


pleases. 


When the elements of coercion and 
of unfair dealing enter into the trans- 
action, especially as a means of obtain- 
ing a monopoly, then a wholly different 
situation develops. In the motion pic- 
ture industry, it is alleged, such coercion 
may result from any one of several 
things: first, the price differential be- 
tween the block price and the sum of 
the individual prices may be excessive; 
second, a producer may include in a 
block certain pictures of such outstand- 
ing exhibition value that no exhibitor 
can refuse to show them _ without 
seriously injuring his reputation; third, 
a producer may control or threaten to 
control competitive theaters; fourth, he 
may exercise such power as is insepar- 
able from tremendous size, even though 
not amounting to actual domination of 
the industry.” 


It is probable, however, that in the 
absence of outright coercion and in the 
absence also of any specific legislation, 
block booking is legally valid. A con- 
sideration of its soundness as practiced 
from the standpoint of economics and 
of business policy would involve a de- 
tailed analysis beyond the scope of the 
present discussion. 





20Up to the present time no federal legislation 
dealing with block booking has been enacted. 
Cases filed with the Federal Trade Commission 
against Film Booking Office, First National Pic- 
tures, and Pathé Exchange have been dismissed by 
the Commission as not warranting any remedial 
action. A case against Famous Players-Lasky Cor- 
poration is now in the Federal Courts. This latter 
case, however, centers around a general charge of 
restraint of trade. 

21 There are some interesting comparisons to be 
drawn between block booking and “full-line 
forcing”. 
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IS INVESTMENT HEDGING POSSIBLE? 
By JOSEPH STAGG LAWRENCE 


HE past decade has witnessed a 
marked increase of interest in the 
theory and practice of investment. 
This has become a subject of wide pub- 
lic concern, and with the growth in the 
area of interest we have had more fre- 
quent and more exhaustive attempts to 
analyze investment procedure and to 
place at the disposal of the layman a 
body of principles which he can invoke 
to guide him in his commitments. 

It is hardly necessary to point out that 
this development is the result of revolu- 
tionary changes in the forms of owner- 
ship, in the amount of capital available 
for investment, and in the extent of ac- 
quisition of equities in enterprise with- 
out direction or control on the part of 
the investor. Times have changed since 
the family nest-egg was hidden under a 
loose hearthstone or loaned directly on 
mortgage. The ability to purchase frac- 
tional proprietorship in the nation’s 
leading industries has so broadened the 
field of investment interest and so in- 
creased the number of direct actors that 
“Wall Street” is no longer an adequate 
or sufficiently inclusive phrase to define 
the origin and magnitude of invested 
funds. 

Since negotiable obligations have 
taken their place as investment mediums, 
a number of traditions have developed 
which have become so intrenched in the 
minds of conservative investors that the 
course of events and the pleas of finan- 
cial writers have had less effect than 
they apparently merited. 

The strongest of these traditions 
holds that bonds on the whole are a 
safer form of investment than stocks, 
that the latter may have some advan- 


tages in a period of rising prices while 
the former benefit from a period oj 
falling prices, and that the element of 
chance, the possibility of loss, and the 
uncertainty of income are the normal 
accompaniments of stock investments. 
So long as this tradition dominated jp. 
vestment thinking, stocks were on the 
defensive. Recently this financial com. 
mandment has been challenged. It has 
been pointed out that diversification 
eliminates the element of risk in stock 
investment, that the persistent absorp. 
tion of earnings by enterprise has been 
so substantial as to compensate any de. 
cline in equity due to falling prices, and 
that the established upward secular 
trend of prices makes the common stock 
the investment medium par excellence. 

It may well be that the common stock 
in the earlier period concealed its light 
beneath a basket and that its true virtues 
were not generally appreciated. It is 
also possible that the bond was given a 
certificate of merit which it did not en- 
tirely deserve. The reaction has set in. 
The stock holds the centre of the stage 
and the bond is in eclipse—at least for 
the time being. It is our purpose to 
examine this new turn to determine if 
the movement may not be going to an 
extreme in its condemnation of bonds 
and its exaltation of stocks. 

Can the investor afford to cast aside 
the empirical financial prepossessions of 
generations and embark on an invest: 
ment program which will leave bonds ex- 
tirely out of account? Will the pur 
chase of stocks alone with the aid of in- 
telligent investment counsel and average 
good fortune in the turn of events assure 
that ultimate safety of principal, that 
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-ertainty and uniformity of income, and 
that continuous opportunity to liquidate 
without serious loss which constitute the 
triple goal of investment intelligence ? 
Is it possible through some apportioning 
of our investments between stocks and 
bonds to eliminate the effects of changes 
in the purchasing power of the monetary 
unit upon our capital fund? These are 
questions which the far-sighted investor, 
impressed but not swept away by the 
present demonstration of stocks, would 
like to see answered. 


I 


Let us consider first the factors which 
afiect the value of stocks over a long 
period of time. Undoubtedly there has 
been a persistent upward trend, most 
evident since 1921, which has provided 
a rate of appreciation often in excess of 
the cash dividend. The combination of 
appreciation and dividends has made 
stocks appear incomparably superior to 
bonds. Evidence has been adduced that 
even in periods of falling prices when, 
according to highly-respected tradition, 
stocks were inferior to bonds, the factor 
of appreciation has turned the balance 
in favor of stocks. The apparent supe- 
riority in periods of falling prices has 
led some writers to discard fluctuations 
in the general price level as a major fac- 
tor in the determination of stock values. 
Edgar Lawrence Smith emphasizes al- 
most exclusively the reinvestment of 
earnings as the explanation of this per- 
sistent growth of equities. 

It is, however, an error to assume that 
any single cause will supply the key. On 
the basis of prices paid for stocks, let us 
grant that in the past they have been 
undervalued, an admission, be it noted, 
which is made without prejudice to the 
proposition that at present prices stocks 
may be overvalued. 
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The students of investment have 
failed to appreciate that it is possible for 
the equity behind a share of stock to 
mount in value, even though the man- 
agement pays all earnings in the form of 
dividends and the general level of prices 
remains absolutely stable. 

The reinvestment-of-earnings theory 
ignores the fact that most enterprises 
have assets which are likely to appre- 
ciate as time moves on and population 
increases, and that such appreciation is 
independent of any changes in the gen- 
eral level of prices or of the dividend 
policies of the management. 

The assets of any concern may be 
divided into four more or less distinct 
categories. In the first let us place all 
resources of a Jimited and natural char- 
acter such as land, power rights, mines, 
forests, et cetera. Our second class we 
can devote to artificial assets such as 
buildings, machinery, and inventory. 
This second group differs from the first 
in degree rather than inkind. There is 
no absolute limit to the uses which may 
be obtained from a given natural asset, 
while, on the other hand, unlimited pro- 
duction of manufactured goods is im- 
possible. In our third class we shall 
place certain intangible but important 
assets such as trade names, franchises, 
good-will, priority in the field, patents, 
and the momentum of established con- 
duct. Finally, we summon the personal 
elements in the enterprise, management, 
personnel, and morale. It is perfectly 
obvious that we have listed as resources 
some factors which never appear in any 
statement and others which many con- 
servative establishments customarily 
omit. Nevertheless, the wise investor 
does not confine his examination to pub- 
lished balance and income sheets. For 
the sake of convenience let us refer to 
the first class of assets as Natural, the 
second as Artificial, the third as Intan- 


283 


rate at reinveetment of earnings. al- 








282 HARVARD BUSINESS REVIEW 


gible, and the fourth as Human. These 
terms are purely arbitrary, and no wish 
is implied to defend this nomenclature 
as accurate or as the best which can be 
devised. 

It must be apparent that in a corpo- 
ration where assets of the Natural type 
predominate there will be a persistent 
appreciation in the equities of the com- 
mon stockholder and that fluctuations 
in the price level need cause him little 
fear of permanent depreciation. Where 
the ratio between natural resources and 
population is constantly decreasing it is 
inevitable that such assets should appre- 
ciate. A consideration of this factor 
discloses a partial basis for the rapid rise 
in the prices of public-utility stocks. The 
shrewd investor is discounting future 
appreciation and is willing to sacrifice 
present income for the sake of the 
growth in value which he knows will 
take place, price movements to the con- 
trary notwithstanding. It matters not 
that such a company pursues an extrava- 
gant dividend policy and disburses all 
earnings as realized. The equity of the 
stockholder will grow nevertheless. In 
analyzing the appreciation of common 
stocks in the past, this factor can not be 
overlooked. It is probable that it is at 
least as important as reinvestment of 
earnings as a source of appreciation. 
Changes in the general price level may 
accelerate or retard the rate of growth, 
but as long as population increases and 
no substitutes are discovered, the trend 
will be continuously if unsteadily up- 
ward. 

Artificial assets will register much 
more plainly the influence of price 
changes. The value of the plant reflects 
changes in the cost elements, going up 
as labor and materials rise and falling 
as construction costs fall. Original cost 
is of less importance than the reflected 
value of contemporary replacement. 


Stocks on hand and machinery yil] }, 
affected in the same manner. An enter. 
prise whose assets consist Principally of 
this type will respond more or less, de. 
pending upon the relative importance 
of these assets in the total, to changes in 
the general price level. The investo; 
should here realize that he is investing 
in purchasing power and that the for. 
tune of his equities will be tied to the 
value of the monetary unit. Jobbing 
and pure trading concerns carrying 
heavy inventories will fall largely in this 
category. 

While the Intangible assets are often 
an important source of earning power, 
they are subject to innumerable eco. 
nomic vicissitudes and it is rather diff. 
cult to discover any definite trend in 
value. Patents expire, good-will evapo- 
rates, vigorous competition impairs the 
advantage of position. Yet on the 
whole it is probable that these Intan. 
gibles will with the passage of time 
grow. American Radio, Eastman Ko- 
dak and John Wanamaker illustrate 
the point. Again there is no necessary 
connection between such growth and re- 
investment of earnings or changing price 
levels. New capital when needed may 
be supplied by new issues. 

At any time it is, of course, important 
for the investor to consider the char- 
acter of management, the labor policy, 
and all the other Human factors which 
bear upon the prosperity of a particular 
enterprise. These factors have no def 
nite trend, and it can not be said that 
over a long period of time they will tend 
to push the value of stocks up or down. 

It may be seen that only one of our 
factors is so related to price changes 4s 
to affect common-stock values and then 
only in those enterprises in which it plays 
a sufficiently important part. Those as 
sets which fall into the Natural and In- 
tangible groups will show a persistent 
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upward trend in any growing country, 
and the prospective investor may safely 
assume that any concern which has a 
preponderance of such assets, particu- 
larly of the Natural type, will show a 
-ontinuous if non-uniform appreciation. 


II 


Those who have identified changes in 
the values of stocks with rates of rein- 
vestment of earnings and with changes 
in the purchasing power of money have 
paid insufficient attention to another 
factor of importance, i.e., the rate of in- 
terest which prevails in the community. 
The investor who purchases a share of 
stock never expects to acquire the frac- 
tional portion of the assets of the enter- 
prise to which his share entitles him. 
He is interested in the future yield of 
the share, both explicit in the form of 
dividends and implicit in the form of 
appreciation. In fact, the price which 
he is willing to pay for such a share 
depends far more upon the anticipated 
yield than upon the cost of producing 
the minute fraction of assets which that 
share represents. The investor is in 
effect surrendering present enjoyable in- 
come for future income. He has the 
option of securing an annuity to be con- 
verted into satisfactions in the future or 
of realizing immediately the equivalent 
in goods and services of the price he is 
willing to pay for the stock. Much de- 
pends, therefore, upon the rate which he 
employs in discounting the future. If a 
share of stock yields a total dividend 
both explicit and implicit of $6 and the 
community rate of interest is 6% then 
the normal price of the share, other 
things being equal, will be $100. If the 
rate of interest should decline to 5%, 
then the normal price will rise to $120. 
Obviously the rate of interest has no 
necessary or direct connection with the 


rate of reinvestment of earnings, al- 
though it is influenced distinctly by 
changes in the purchasing power of 
money. 

A decline in the value of money is 
usually accompanied by an increase in 
the rate of interest, while an apprecia- 
tion in its value is accompanied by a de- 
cline in the rate. These tendencies are 
illustrated by the low interest rates pre- 
vailing in the period of falling prices 
from 1875 to 1900 and the fantastic 
interest rates during the period of infla- 
tion in Germany after the war. It 
should be noted that this force is ephem- 
era! and ceases when prices become sta- 
bilized upon a new level. Among other 
influences which bear upon the interest 
rate are opportunities for the productive 
employment of capital, the rate at which 
savings accumulate, and the state of se- 
curity and general business confidence. 
This is not the place to examine these 
influences. Suffice it to say that the in- 
terest rate of the community is the re- 
sultant of profound forces which are 
not readily susceptible to prediction. 

We are here examining the effect of 
interest rates on the prices of stocks and 
bonds. Since the purchase of a share of 
stock is the purchase of a perpetual 
annuity amounting to the anticipated 
annual dividend, the latter is capitalized 
at the current rate to determine the nor- 
mal market price. While the process of 
capitalization is also applicable to the 
bond, there is a difference due to the 
fact that the bond matures and is re- 
deemed at a definite price. The more 
remote the maturity, the more suscept- 
ible will be the present value of the bond 
to changes in the interest rate. The 
earlier the maturity, the less will be the 
influence of changing interest rates on 
its value. By arranging for a succession 
of maturities and investing only in se- 
curities of a brief tenor, it is possible for 
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the investor to eliminate the influence of 
the interest rate on the nominal value 
of the investment. This is an important 
consideration to individuals and institu- 
tions with obligations which must be met 
at a moment’s notice and who may at 
any time be called upon to sell securities. 
Whatever the virtues of stock may be, 
it can not always be sold without sacri- 
fice. The opportunities to sell without 
loss are much more limited than in the 
case of bonds. The interest rate, there- 
fore, affects the values of stocks entirely 
apart from any policy of cumulative sur- 
plus and possibly apart even from 
changes in the level of prices. We have 
experienced a steady rise of stock prices 
since 1921, although we have enjoyed 
an exceptionally stable level of general 
prices during the greater part of that 
period. Some of the increase may prop- 
erly be attributed to a decline in the in- 
terest rate, although this is most em- 
phatically not the case during the past 
year. 

When changes in the value of the 
monetary unit disturb the balance be- 
tween costs and receipts, the value of 
stocks is affected even in the case of 
enterprises whose assets are chiefly of 
the Natural and Intangible types. If 
some of the costs of the manufacturer 
lag behind the general movement, his 
profit margin expands and greater earn- 
ings are the rule until these tardy costs 
catch up. On the other hand, the price 
of the service or product may lag while 
costs move up, in which case the effect 
will be just the opposite. The price of 
gold in a gold-standard country is al- 
ways the same. Rising prices causing 
increasing costs spell hardship for the 
gold mines. The reluctance of con- 
sumers to pay higher prices for the 
services provided by railways places the 
latter in the same position, as witness 
the difficulties of the transit companies 


in New York City. The general thesis 

that stocks benefit during a period of 

rising prices and suffer on the other Slope 
of the price peak must be modified 

Like most generalizations in economics 

it must sustain many exceptions, 

many, in fact, that there is grave danger 
of emasculating it as a valid investment 
principle. 

We may summarize the influence of 
changing price levels upon stock values 
as follows: 

1. If the assets of a given enterprise are pre- 
dominantly Artificial and reflect changes in 
the general level of prices we may expect a 
sympathetic response in the market value of 
the stock. 

2. If price changes stimulate or retard business 
by altering operating ratios, we may expect 
the stock market to register the fact in quo- 
tations. 

3. In so far as price changes affect the interest 
rate, they will result in a recapitalization 
of income and a new capital value. 


It should be noted that these factors 
do not all move in the same direction. 
While rising prices, operating through 
the first two channels, tend to raise the 
value of the common stock, they will, in 
so far as they raise the community in- 
terest rate and thus operate through the 
third channel, tend to lower that value. 
To illustrate: if the first two price influ- 
ences result in an increase in the divi- 
dend rate from $6 to $9 and the third 
price influence causes the rate of interest 
to move from 6% to 9%, then the ten- 
dency of the former to increase the 
value of stock will be exactly offset by 
the pressure of the latter in the opposite 
direction. It should be said here that 
the bond displays no such elastic quali- 
ties of adjustment, and losses or gains 
due to changing interest rates are miti- 
gated only by the proximity of the ma- 
turity date. The common stockholder 
has a twofold advantage here. His in- 
come adjusts itself, in this hypothetical 
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-ase at least, to a decline in the value of 
the monetary unit while his capital re- 
mains unimpaired at least nominally. In 
both respects he is better off than the 


bondholder. 


III 


As far as the reaction to price changes 
‘; concerned, we must concede that 
stocks are the superior investment me- 
dium. In a period of hyperinflation, a 
diversified holding of stocks may prove 
to be the anchor which will prevent for- 
tunes from being swept away in a mone- 
tary debacle. Does this signify that we 
should accept the thesis of Edgar Law- 
rence Smith and Kenneth Van Strum, 
that is, that stocks are at all times the 
safer form of investment? To reply in 
the afirmative would be to ignore cer- 
tain attributes of safety which it were 
folly for the investor to forget. He 
should be concerned not only with the 
ultimate safety of his investment but 
with two other aspects of security of 
paramount importance. 

The first of these considerations is 
the investor’s ability to liquidate on 
short notice at any time after he has 
made his investment. It is unnecessary 
to assert that stocks always have a mar- 
ket and that their liquidity is, therefore, 
beyond reproach. This is an inadequate 
defense, since any standard commodity 
which has value may be disposed of at 
any time—at a price. That states the 
difficulty. How often can the stock- 
holder take his investment and convert 
it into cash without sustaining a loss? 
To prove that no loss occurs if the stock 
is kept a quarter of a century is beside 
the point. How does the investor know 
that he can keep it that long? At any 
moment and for a thousand different 
reasons it may be necessary for him to 
enter the market to place and sell his 


securities. The ability to liquidate is of 
supreme moment. Common stock-mar- 
ket values are notoriously volatile and, 
unless the investor has the resources 
which will enable him to await an oppor- 
tune moment, he may be compelled to 
take a substantial loss. It is true that 
bond prices also fluctuate, but due to the 
fact that they have both a definite ma- 
turity date and a redemption price, their 
fluctuation is comparatively restricted. 
The second point relates to the con- 
stancy of income from stock investment 
as compared to income from bonds. 
This is an element of investment security 
which must be considered no less than 
the ultimate safety of the principal. 
Since the investment is the purchase of 
a series of future annuities, it is impor- 
tant that we know the approximate 
amount and certainty of these annual 
payments. The high-grade bond is here 
a source of great comfort to the in- 
vestor. Common stock, on the other 
hand, registering the vicissitudes of the 
business cycle, is likely to yield an income 
which varies from feast to famine. 


IV 


Now these considerations are admit- 
tedly abstract, and the hardheaded in- 
vestor would like to see them in practice. 
He has absorbed some of the current 
encomiums upon common stocks and, re- 
garding the history of stock prices dur- 
ing the past seven years, has been pro- 
foundly impressed. However, it is 
doubtful if the optimist lives who will 
hold that the future will project indefi- 
nitely the phenomenal rise of the imme- 
diate past. 

Let us retrace our steps, therefore, to 
the year 1901. We then had four years 
of recovery from a period of depression, 
and far-reaching changes in industrial 
organization were afoot. A tide of opti- 
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mism swept the land, and as we step 
from the year of our Grace 1929 to that 
of 1901, we feel at home. Thoroughly 
persuaded of the investment integrity of 
the common stock, we sell our bonds and 
purchase five shares of common stock. 
Our selections are made only after a 
careful review of investment opportuni- 
ties and are as follows: 





Pur- High 
Name chase for Low 
Price* Year 











New York Central..... 157 17414 | 139° 
Chicago & Northwestern 192 215 1681!4 
American Tel. & Tel... 162 16734 | 15714 
American Sugar....... 128 153 103)4 
Adams Express........ 173 199 147 


Total Investment 812 








_— 





* The purchase price in each case has been the median price 
for the year, i.e., a price half way between the high and low for 
the year. All data have been taken from Standard Corporation 


Records. 

Chart I in the next column shows 
the course of investment values during 
the next 28 years. Should we be com- 
pelled to liquidate at any time during the 
next five years, i.e., up to and including 
1906, and have average luck in striking 
the market, it will be possible for us to 
get out with a profit. Even in these 
years, however, it will be necessary for 
us to await our investment opportuni- 
ties, for the fluctuations within each year 
are so great that any inability to defer 
liquidation may involve sacrifice. True, 
these stocks do not strike their low 
points at the same time, and if our re- 
quirements do not compel us to sell out 
entirely we may be able to protect our- 
selves by selling only those shares which 
have not suffered. After 1906 the situa- 
tion is very depressing. We find it 
increasingly difficult to get out without 
loss and, should we be so unfortunate 
as to be compelled to sell in 1921, we 
should realize only $356 on an original 
investment of $812. It must be remem- 
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bered that we can not console ourselves 
with the reflection that our investment 
will fully recover its original nominal 
value by the end of 1928. We can now 
play various statistical tricks by using 
the index of prices (Dun’s) and con- 
verting our equities into “purchasing 
power”. The price received for these 
five shares at the median price for that 
year will buy as much as $201.92 would 
have bought in 1901. The real value of 
our investment has declined more than 
75%. If we can keep the stocks until 
1928 and sell them at the median price 
for that year we shall be able to realize 
$837, a nominal increase over the orig- 
ina! amount. Upon conversion into 
purchasing power we find that this is the 
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Norte: Heavy line represents sum of dividends of five repre- 
sentative shares of stock. It includes extra dividends and rights 
at median of quoted market prices. 


























CuHart II 





= STOCK INCOME AND PRICE. LEVELS 











$235.25 


Retail Prices Bureau 
of Labor Statistics 
1913 = 100 


Rate of 
Return 


















































IS INVESTMENT HEDGING POSSIBLE? 

















$22.48 \ 
$24.36 N % 
$16.24 2% 
$8.12 1% 
1901 1906 1911 1916 1921 1926 
Note: Data derived from Standard Corporation Records. 


The curve is based upon the sum of the median price of five 
representative shares of stock. The solid horizontal lines pass 
through periods during which liquidation with profit is possible. 
The broken horizontal lines pass through periods when liquida- 
tion involves loss. 

equivalent of $394-39 in 1901. This 
is not an impressive record and gives 
little support to the belief that common 
stocks will in the long run compensate 
changes in the purchasing power of the 
monetary unit. We can commence our 
experiment at subsequent intervals of 
five years and, barring only the first and 
last periods, we see that our opportuni- 
ties of converting this investment into 
cash without loss are limited. 

Taking the second of our two safety 
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requirements in investment, namely, cer- 
tainty and uniformity of income, we find 
the record equally unsatisfactory. Chart 
II portrays the dividend history of these 
five stocks. Instead of a positive corre- 
lation between combined dividends and 
the price level, we discover an inverse 
trend. The decline in the purchasing 
power of the dollar, instead of being 
compensated by an increase in dividends, 
is accentuated by a reduction of the 
total. Our extremes range from $235.25 
in 1908 (due to an extra dividend in the 
form of $200 collateral trust bonds dis- 
tributed by the Adams Express Com- 
pany) to $23.50 in 1922. 

Even if we increase the number of 
stocks purchased and distribute the risk 
over IO or I¢ issues instead of five, we 
need a species of investment clairvoy- 
ance to insure any degree of compensat- 
ing changes in stock values to offset 
changes in price levels. The above 
stocks are not hand-picked with a view 
to proving any points made in this paper 
but were selected at random from a 
group of stocks which would have (in 
1901) commended themselves to intelli- 
gent investment judgment. 

If any hopes can be entertained for 
hedging in investment they must be 
directed not toward commitments which 
will compensate changes in the purchas- 
ing power of money but rather toward 
minimizing the risks of liquidation and 
insuring greater constancy of income. 
Any well-developed and _ soundly-con- 
ceived plan of investment should include 
high-grade bonds, the proportion de- 
pending upon the importance of these 
two factors in the income requirements 
of the individual or institution. 








THE FEASIBILITY OF PROTECTIVE HEDGING 
FOR A COTTON GREY GOODS MANUFACTURER 


By MALCOLM P. McNAIR 


RGANIZED exchanges exist in 
() the United States for the pur- 

chase and sale of contracts for 
future delivery in such commodities as 
grain, cotton, coffee, sugar, and rubber. 
For these organizations, with their in- 
evitable groups of professional specu- 
lators and the possibilities which they 
afford to amateurs with gambling pro- 
pensities, the broad balance of social 
debits and credits has yet to be cast up. 
Merchants and manufacturers in the in- 
dustries concerned, however, are inter- 
ested not in the social aspects of organ- 
ized exchanges but rather in their effects 
on price movements and in the possi- 
bilities which they afford for the avoid- 
ance or transfer of the risks inherent in 
the ownership of commodities subject 
to price fluctuations. 

Manufacturers and merchants in the 
normal course of business may carry 
cotton, grain, sugar, or rubber in stock 
without having in hand orders for the 


Spot CoTTON 


November 1 Buy 50,000 Ibs. at 20 cents... . $10,000 
December 10 Sell 50,000 Ibs. at 18 cents.... 9,000 





meee Ge. SO, cca cidecsavces $1,000 


manufactured commodities to cover 
their commitments in raw materials, or 
at other times these manufacturers may 
take orders for goods to be manufac- 
tured from raw materials which they 
do not have in hand. In the first case, 
the manufacturer may sustain a loss if 
the price of the raw materials declines; 
in the second, he may sustain a loss if 
the price advances. For those manu- 
facturers and merchants, who seek 
profits primarily from the performance 
of their particular business functions 
rather than from speculation, it is man- 
ifestly advantageous to use the mech- 
anism of an organized exchange to re- 
lieve themselves by hedging of the risk 
of these speculative losses, at the cost 
of foregoing possible speculative profits. 

The general character of hedging 
transactions, as used for protective pur- 
poses in industries having organized 
markets for futures contracts, may be 
exemplified as follows: 


Futures CONTRACTS 





Sell so,c00 Ibs. at 22 cents............ $10,500 
Buy 50,000 Ibs. at 19 cents............--. 9,500 
ee ee eee $ 1,000 








As may be seen from this example, 
the owner of the cotton, by offsetting 
his transactions in cotton with opposite 
transactions in futures contracts, pro- 
tects himself against speculative loss, at 
the same time foregoing the chance of 
obtaining a speculative profit. It should 
further be noted that there are 


commonly involved, in all, four trans- 
actions, and that the transactions in 


futures contracts offset each other 
rather than being carried to maturity. 

In the wheat trade in the United 
States, the practice of hedging is 
common among both merchants and 
manufacturers,! and the statement fre- 


1“Tt js little realized how regularly and system- 
atically the handlers of wheat hedge their hold- 
ings; it has come about that practically all the 
wheat that finds its way to the large primary mar- 
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quently is made that the use of the 
futures market on the Chicago Board of 
Trade for hedging purposes makes it 
possible for wheat and wheat products 
to be marketed at a lower spread than 
characterizes the costs of marketing 
commodities in which there is no organ- 
ized dealing in futures.” 

In the case of the cotton trade, cotton 
merchants commonly use the futures 
market for hedging purposes to protect 
themselves against the risk of price de- 
clines after they have purchased cotton; 
and not infrequently commercial banks, 
in making loans to cotton merchants on 
cotton as collateral, insist that the cotton 
be hedged. Cotton manufacturers in 
the United States, however, by and large 
have not systematically followed a policy 
of protective hedging. 

Hedging is a term that is used loosely 
among cotton manufacturers to con- 
note different types of operations on the 
futures market. In some instances, such 
operations have been primarily specula- 
tive in character. Also, some manufac- 
turers have considered that the purchase 
of cotton on call on the basis of a pre- 
mium or discount on the price quoted for 
a future month constitutes a hedge, 
since it involves the use of futures quota- 


kets is kept hedged at every step from the time it 
leaves the farmer to the time it emerges from the 
flour mill in the shape of flour.” Weld, L. D. H., 
The Marketing of Farm Products, New York, The 
Macmillan Company, 1920, p. 346. 

2“There can be no doubt of the beneficial effect 
of hedging in reducing the cost of marketing those 
commodities which may be traded in for future 
delivery. It has been shown how the flour miller 
can afford to charge less for his flour; how the 
terminal elevator can pay more for wheat to store; 
and how the country elevator can allow a smaller 
margin and hence pay a higher price to the farmer 
—than if it were impossible to hedge. It is sig- 
nificant that there is no speculative market for 
barley and rye, and that they are handled at wider 
margins all along the line.” Jbid., p. 346. 

“As has been demonstrated, the use of hedging 
facilities results in a diminution of risks to both 





tions. Buying on call, however, is not 
genuine hedging. For a cotton manu- 
facturer protective hedging consists of 
simultaneous opposite transactions in 
actual cotton or cotton cloth and in fu- 
tures contracts. At exactly the time 
when cotton is purchased, futures con- 
tracts are sold, thus opening a hedge; 
and as rapidly as orders for cloth are 
received, futures contracts are pur- 
chased for equivalent quantities of raw 
cotton, thus closing the hedge.® 


Protective hedging in the sense just 
described is not commonly practiced by 
cotton manufacturers in the United 
States. Wide fluctuations in the price 
of raw cotton during recent years, how- 
ever, have emphasized the speculative 
risks inherent in the ownership of this 
commodity and have led a number of 
cotton-mill executives to consider 
whether such risks can be avoided by a 
consistent practice of hedging on the or- 
ganized market for futures contracts. 
With this object in mind, a particular 
cotton manufacturer, operating a low- 
cost grey goods mill in the South, made 
the records of that mill available to the 
Harvard Bureau of Business Research 
for an experimental study designed to 
throw light upon the feasibility of pro- 
tective hedging for such a mill.* 





middlemen and manufacturers. This, in turn, en- 
ables them to operate on a smaller trade margin, 
to the benefit of growers or farmers, who are not 
only given an opportunity to sell their products all 
at one time if they so desire but to secure much 
higher prices than would have been offered were it 
impossible for buyers to hedge and thus protect 
themselves.” Maynard, H. H., Weidler, W. C., 
and Beckman, T. N., Principles of Marketing, New 
York, The Ronald Press Company, 1927, p. 468. 
®In practice the method may be followed of 
hedging only the daily “long” or “short” balances. 
*The detailed results of this experimental study, 
covering in all a period from 1920 to 1926, have 
been published by the Bureau of Business Research 
in Bulletin No. 49 (June, 1925) and Bulletin No. 70 
(February, 1928). It is from these two bulletins that 
the writer, who was responsible for the general 
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Reasoning and Methods Used 
in the Study 


It is clear that the fundamental pur- 
pose of a protective hedging policy for 
a cotton-goods manufacturer is to enable 
the manufacturer to secure his cotton as 
of the price ruling on the day he receives 
orders for the finished goods. If, in- 
stead of purchasing cotton considerably 
in advance, it were feasible to buy actual 
cotton just at the time when cloth orders 
were received, the speculative risk in- 
herent in the ownership of raw cotton 
would be avoided, since the cotton would 
be purchased at the price prevailing at 
the time of sale of the finished goods. 
In practice, however, such a plan would 
scarcely be feasible. A manufacturer 
could hardly afford to wait until orders 
were actually received before buying 
cotton, if for no other reason than that 
he might have difficulty in procuring the 
kind of cotton required in time to fill the 
orders received. Since it is not feasible 
to achieve this ideal situation by defer- 
ring purchases of cotton until cloth or- 
ders are received, it will be advantage- 
ous to the manufacturer if he can accom- 
plish the same object by hedging, in the 
meantime continuing his customary pol- 
icy of buying cotton in advance of the 
receipt of cloth orders. 


One of the requirements for success- 
ful protective hedging is that there must 
be a fairly constant spread between the 
spot prices (or the prices at which cot- 
ton actually is purchased) and the fu- 
tures prices. Even though futures prices 
should be lower than spot prices, so long 
as a constant spread is maintained, pro- 
tective hedging operations are possible. 





conduct of this study, has drawn most of the mate- 
rial presented in this article. Bulletin No. 49 was 
prepared by Mr. Kenneth S. Boardman and Bulletin 
No. 70 by Mr. Sidney A. Swensrud, both of the staff 
of the Bureau of Business Research. 


In theory, the spread between the spot 
and futures prices should represent the 
cost of carrying cotton until the month 
of delivery. Supposedly, also, the pos- 
sibility of buying cotton, storing it, and 
delivering it on a futures contract nor- 
mally prevents the price of futures from 
exceeding the spot price by more than 
the amount of the carrying charges, thus 
tending to preserve a constant differen- 
tial. It is apparent, however, that in 
actual practice many other factors, such 
as varying anticipations with respect to 
the size of the new crop, enter into the 
determination of futures prices, with the 
result that the spread between spot and 
futures prices is by no means always 
constant. 

It is because of some of these diffi- 
culties, it may be remarked parentheti- 
cally, that the question is raised whether 
a manufacturer might not achieve the 
desired protection against speculative 
losses a§ well by following a policy of 
strictly hand-to-mouth buying as by 
following a policy of protective hedging. 

It is also a necessary requirement for 
the success of a protective hedging pol- 
icy that there be a sufficiently broad and 
active futures market to insure that sales 
and purchases of futures contracts for 
hedging purposes can always be con- 
ducted at fair market prices. 

While the foregoing requirements 
would meet the purposes of a cotton 
merchant desiring to protect himself by 
hedging against speculative losses, there 
is another factor which must be consid- 
ered by a cotton manufacturer. He de- 
rives his income from the sale of cloth, 
not from the sale of cotton. Conse- 
quently, if he is to follow successfully a 
policy of protective hedging, he must 
have some assurance (1) that in general 
there exists the possibility of his making 
a genuine manufacturing profit from his 
operations without the necessity of hav- 
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ing to obtain speculative profits from 
advantageous purchases of cotton, and 
(2) that the prices of his product and 
the prices of cotton will fluctuate con- 
currently and to substantially the same 
degree. 

Since the manufacturer whose records 
were used in this experimental study did 
not actually follow a protective hedging 
policy, the study proceeded by construct- 
ing on the basis of purchase and sales 
records the hedging transactions as they 
would have been made. There were 
thus obtained, for the entire six-year 
period extending from November 1, 
1920, to November 1, 1926, figures rep- 
resenting the cost of cotton actually 
purchased as compared with the pre- 
sumed cost to the mill in case a policy 
of protective hedging had been in force. 
During the first three years of this pe- 
riod, from November 1, 1920, to No- 
vember I, 1923, the general trend of 
cotton prices was upward; but from 
about the close of this first period to the 
latter part of 1926 cotton prices fol- 
lowed a generally downward trend.° 

In addition, an experimental study 
was made, for the same mill, of the 
possibility of purchasing cotton on what 
might be termed a hand-to-mouth basis. 
This study proceeded by reconstructing 
the mill’s cotton-cost figures for the en- 
tire six-year period on the assumption 
that a four-weeks’ supply of cotton had 
been put in stock originally, and that on 
each Monday a quantity of cotton had 
been purchased equivalent to that used 
in production during the previous week. 

For comparative purposes, further- 
more, figures were compiled showing 
what would have been the cost of cotton 
to the mill had it been possible to pur- 





5 Bulletin No. 49 of the Bureau of Business Re- 
search reports the results for the first three-year 
period; Bulletin No. 70 reports the results of the 
study of the latter three-year period. 


chase cotton on a spot-price basis simul- 
taneously with the receipt of orders for 
cloth; this being, of course, the theoreti- 
cally ideal condition which policies of 
either protective hedging or hand-to- 
mouth buying seek to approximate. 

The following sections of this article 
summarize for the particular mill on 
which this study was based the results 
that apparently would have been ob- 
tained by (a) a policy of protective 
hedging, and (b) a policy of hand-to- 
mouth buying, both for the three-year 
period from November 1, 1923, to 
November 1, 1926, and for the entire 
six-year period from November 1, 1920, 
to November 1, 1926. There are pre- 
sented also the results of a weekly com- 
parison, made over the same period, of 
market prices for a representative con- 
struction of sheeting made by this mill 
with the total cost of the same sheeting, 
assuming purchases of cotton coincident 
with the receipt of orders. 


Results of Assumed Hedging 


Transactions 


In Table I are shown the summarized 
figures for the hedging transactions in 
each of the two periods studied and for 
the entire six years. 

During the three-year period from 
November 1, 1923, to November 1, 
1926, the assumed hedged purchases of 
cotton amounted to 25,800,000 pounds 
and actually cost $5,731,508. In the 
preceding three-year period the hedged 
purchases would have amounted to 
27,600,000 pounds, costing $5,520,230. 
For the entire period, therefore, the 
assumed hedged purchases aggregated 
53,400,000 pounds, and the total cost 
was $11,251,738. 

The three-year period from Novem- 
ber 1, 1923, to November 1, 1926, was 
one of generally falling prices (see 
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TasLe I. SumMaArRyY oF AssuMED HepGING TRANSACTIONS 1921-1926 
a Period of Period of Entire Period 
1921-1923 1924-1926 1921-1926 
Cotton Purchases 
1. Purchases Not Hedged.......... 285,360 Ibs. 449,000 lbs. 734,360 Ibs. 
2. Purchases Hedged ............ 27,600,000 Ibs. 25,800,000 Ibs. 53,400,000 lbs. 
3. Actual Cost of Purchases Hedged $5,520,230 $5,731,508 $11,251,738 
Opening of Hedges 
4. Amount Received from Original 
Sale of Futures... .....cesec0 $5,603,655 $5,847,870 $11,451,525 
Switching of Hedges 
5. Losses on Switches...... $48,005 $157,365 $205,370 
6. Gains on Switches...... 17,730 8,585 26,315 
7. Net Losses on Switches...... ..$ 30,275 $ 148,780 $ 179,055 
8. Net Receipts from Futures Sales 
DED uedicucdabnesh sates . . $5,573,380 $5,699,090 $11,272,470 
Closing of Hedges 
9. Amount Paid for Futures Pur- 
chased at Time Orders Re- 
eS GRO en eee errr $6,059,970 $5,551,875 $11,611,845 
Results of Hedging Transactions 
10. Net Gain on Hedges (8-9)...... $ 147,215 
11. Net Loss on Hedges (8-9)....... $ 486,590 $ 339,375 
Gain or Loss on Actual Cotton Holdings 
12. Value of Cotton (Spot Price 
Basis) at Time of Actual Pur- 
chase ..... vine Kitichceeaes oad $5,739,025 $6,026,775 $11,765,800 
13. Value of Cotton (Spot Price 
Basis) at Time Applied to Cloth 
GREE cécccnas cdcnnaee .. $6,181,125 $5,724,100 $11,905,225 
Change in Value of Cotton be- 
tween Time of Purchase and 
Time Applied to Cloth Orders: 
14. Net Gain in Value (13-12)...... $ 442,100 $ 139,425 
15. Net Loss in Value (12-13)...... $ 302,675 
16. Difference between Gain or Loss 
in Value of Cotton Holdings and 
Net Gain or Loss on Hedging 
Transactions (11-14) or (15- 
OR act Ott ond ea! .....$ 44,490 $ 155,460 $ 199,950 





Chart I, page 297), and hence the 
actual cotton holdings of the mill 
showed a decline in value, between the 
time the cotton was purchased and the 
time when cloth orders were received to 
which it could be applied, of $302,675 


®The gain or loss (enhancement or decline in 
value) on actual cotton holdings between the time 
cotton was purchased and the time when cloth 
orders were received to which the cotton could be 
applied was measured by computing the value of 
the cotton purchases, on a spot-price basis at the 
time of actual purchase, and comparing this with 
the value of the same cotton on a spot-price basis at 
the time when actual cloth orders were received to 
which the cotton could be applied. 


(see line 15 of Table I).® Against this 
decline of $302,675 on actual cotton 
holdings, however, there would have 
been a gain on futures transactions of 
only $147,215 (line 10 of Table [). 
Hence, during this period hedging 
would have been only about 50% suc- 
cessful. It should be noted, however, 
that a considerably greater gain would 
have been realized on the hedging trans- 
actions had it not been for the unusual 
losses resulting from the extending or 
“switching” of certain hedges from May 
to July and July to October in 1924." 
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In the preceding three-year period, 
from November 1, 1920, to November 
I, 1923, cotton prices in general were 
rising; and in consequence the mill 
showed a gain on its actual cotton hold- 
ings of $442,100. This gain would 
have been slightly more than offset by 
a loss on futures contracts of $486,590 
had a policy of protective hedging been 
in force. 

For the entire six-year period, there- 
fore, the cotton holdings of the mill 
showed a net enhancement in value of 
$139,425 (line 14, Table I), while the 
offsetting loss on futures transactions 
would have amounted to $339,375 (line 
11). To put it in another way, the 
total cost of hedged cotton to the mill 
over this six-year period on a hedging 
basis would have been $11,591,113 
($11,251,738+$339,375) as against 
the actual cost of $11,251,738. In other 
words, the mill would have paid an addi- 
tional $339,375 as insurance against the 
price risks of carrying large quantities 
of cotton in stock. The fact that a net 
loss occurred on the hedging transac- 
tions during the six years is in itself, of 
course, no argument against a hedging 
policy; for just as a hedging policy at- 
tempts to offset losses on actual holdings 
when prices are declining, so, of course, 
it must be expected that gains on actual 
holdings when prices are rising will be 
offset by losses on the hedging transac- 
tions. The important fact is, however, 





™The “switching” of hedges to a later month is 
necessary when purchases of cotton have been 
hedged on a certain future month, but when by the 
expiration of active trading on that month enough 
cloth orders have not been received to provide a 
basis for closing out the hedges in the normal way. 
In such cases a futures contract is purchased to 
close out the outstanding futures sales contract, and 
then a new futures sale for the same quantity is 
made on a later month, thus extending the life of 
the hedge. If the quotations on the two future 
months involved are out of line, a loss or gain will, 
of course, result from the switching transaction. 
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that the losses on hedging transactions 
of $339,375 would have exceeded the 
gain of $139,425 on actual holdings by 
almost $200,000 (line 16 of Table I). 


Results of an Assumed Hand-to- 
Mouth Plan of Purchasing 


Since the purpose of protective hedg- 
ing is to secure cotton at substantially 
the prices prevailing when cloth orders 
are received, it was thought desirable to 
determine for the mill in question how 
far this object could have been accom- 
plished by a simpler method, which may 
be called a hand-to-mouth basis of pur- 
chasing. Under this plan it was assumed 
that a supply of cotton equivalent to 
approximately four weeks’ production 
(700,000 lbs.) was put in stock at the 
outset, and that on each Monday this 
stock was replenished by the purchase 
of a quantity of cotton equivalent to 
that used in production during the pre- 
vious week. 

To determine as nearly as possible 
what the cotton purchased would have 
cost under this plan, the actual prices 
paid by the mill were used whenever 
purchases had been made on Mondays. 
On dates when no actual purchases had 
been made, verified quotations submit- 
ted to the mill by brokers for the re- 
quired grade of cotton were used. Thus 
it was possible to arrive at a total cost 
of purchases on a hand-to-mouth basis, 
which could be compared with the cost 
of purchases as actually made by the 
mill and also with the cost under an 
assumed hedging policy. 

The net quantity of cotton used, 
that is, the quantity actually delivered 
to the mill between November 1, 1920, 
and November 1, 1926, was 50,371,- 
244 pounds. The net cost of this cot- 
ton on an assumed hand-to-mouth plan 
of purchasing would have been 
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$11,241,567.78. The net cost of this 
same quantity of cotton as actually pur- 
chased by the mill was $10,893,832.30. 
Thus the cost of the 50,371,244 
pounds of cotton on a hand-to-mouth 
basis would have exceeded the actual 
cost by $347,734.98 ($11,241,567.78— 
$10,893,832.80). 

Under the hedging plan it was seen 
(Table I, line 11) that the net losses on 
hedging transactions over the six-year 
period would have amounted to $339,- 
375. Hence the cost of the cotton used, 
had it been purchased on a_ hand-to- 
mouth plan, would actually have been 
about the same as the cost under a 
hedging plan. Although the difference 
between the cost under a hand-to-mouth 
plan and the cost as actually purchased 
was substantially the same as the differ- 
ence between the hedged cost and the 
actual cost, the causes of the difference 
in cost under the hand-to-mouth plan 
were of an essentially different char- 
acter. 

The higher cost of purchases on the 
hand-to-mouth basis can be explained 
for the most part by two factors. The 
first of these consists in the circumstance 
that, whereas in actual practice the mill 
purchased about two-thirds of its yearly 
supply of cotton during the fall months 
of September, October, and November, 
the purchases under a hand-to-mouth 
plan would have been distributed about 
evenly over the entire year. During the 
spring and summer months, however, 
prior to the harvesting of the new cotton 
crop, the mill would in general have 
been obliged to pay higher premiums in 
order to secure the required grades of 
cotton than would have been necessary 
during the fall months. The mill, in 
practice, purchased its cotton “‘at call”, 
that is, at a certain number of points 
“fon” or “off” (above or below) the 
price on a designated future month 
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agreed upon with the seller. When the 
quotations on this future month ap- 
peared to the management to be favor- 
able, it then called the purchase, paying 
the future month price plus or minus the 
points on or off agreed upon. A study 
of these points on or off revealed that 
during the late autumn and winter 
months the mill usually bought its cot- 
ton at a substantial number of points off 
the future month on which it was deal- 
ing. On the other hand, however, dur- 
ing the spring and summer months, the 
purchases made by the mill were fre- 
quently made at a premium, that is, at 
a number of points on, or above, the 
price on the basis future month. 

In the second place, the hand-to- 
mouth basis of purchasing would not 
have permitted the use of judgment as 
to the level of the market. In actual 
practice the mill was able on the whole 
to buy its cotton at lower levels than it 
could have done under the hand-to- 
mouth plan; thus a substantial saving— 
estimated at approximately $200,000— 
would have been foregone had pur- 
chases been made on the arbitrary basis 
required under the hand-to-mouth plan. 

One factor which should not be over- 
looked in connection with the hand-to- 
mouth purchase plan is the saving of 
interest which would be effected owing 
to the smaller average inventory of cot- 
ton which could be carried on hand. For 
the mill in question, this saving in inter- 
est during the six-year period studied 
would have amounted to approximately 
$74,000. Even after giving considera- 
tion to this saving of approximately 
$74,000 in interest, however, the net 
cost under the hand-to-mouth plan of 
purchasing would still have exceeded the 
actual cost by approximately $273,600. 
This sum reflects in considerable part 
the savings effected by the successful use 
of judgment in the purchase of cotton. 
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Comparison of Cotton Costs Under 
Assumed Hand-to-Mouth and Hedg- 
ing Bases with Cotton Costs as 
of Times of Cloth Sales 
(Based on New York Spot Cotton Prices) 


The purpose of hedging is not neces- 
sarily to secure cotton at the lowest net 
cost for any particular period, but rather 
to eliminate the speculative risks by se- 
curing the cotton as of the prices ruling 
on the days when cloth orders are re- 
ceived. Asa standard or an ideal it was 
necessary, therefore, to determine what 
would have been the cost of the cotton 
had it been purchased at the time cloth 
orders were received. Owing to the 
difficulty of obtaining quotations for the 
actual cotton prices which the mill would 
have had to pay for every date on which 
orders were received, New York spot 
prices were used instead of actual prices. 
By using spot prices for these compari- 
sons it was possible, moreover, to elimi- 
nate the factor of the mill management’s 
ability to take advantage of favorable 
premium situations, thus permitting the 
comparisons to measure the efficacy of 
each plan purely with regard to the time 
factors involved. 

The cost of purchasing 50,371,244 
pounds of cotton at spot prices at the 
time orders were received would have 
been $11,509,084. This figure may, 
therefore, be taken as the ideal to be 
attained from the standpoint of elimi- 
nating the speculative risks of carrying 
cotton. 

With this figure was compared the 
cost, also on a spot-price basis, of pur- 
chasing the same quantity of cotton 
under the hand-to-mouth buying plan. 
The cost under this plan, $11,559,688, 
was about 0.4% above the cost of the 
cotton, assuming purchase at the time 
cloth orders were actually received. In 
other words, it appears that, so fur as 
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the time factor is concerned, purchasing 
on a hand-to-mouth basis would substan- 
tially have accomplished the object in 
view—namely, elimination of the specu- 
lative risks of carrying cotton until cloth 
orders were received. 

The cost of purchases at the time they 
actually were made, computed on a spot- 
price basis, would have been $11,360,- 
887, and the addition to this of the net 
loss on hedging transactions of $339,- 
375 makes the cost of the cotton on a 
hedging basis $11,700,262, or almost 
$200,000 more than the cost of purchas- 
ing the cotton at the time cloth orders 
were received. The causes of this 
greater cost lie to a considerable extent, 
of course, in the losses resulting from 
the switching of certain hedges under 
conditions of rather unusual relations 
between futures prices for different 
months. Even with the elimination of 
this special factor, however, which at 
the most would account for only about 
$125,000, the cost on a hedging basis 
would still have exceeded the ideal figure 
by at least $65,000. 

The fact that the spot cost of the 
cotton at the times when it actually 
was purchased would have been only 
$11,360,887, or approximately $150,- 
000 less than the assumed ideal figure, 
has no particular bearing on the situa- 
tion; for had prices on the whole been 
declining instead of rising, it is not im- 
probable that the spot cost of cotton as 
actually purchased would have been 
greater instead of less than the spot cost 
of the cotton at the times when orders 
were received.® 

The apparent conclusion to be drawn 
from this comparison is that purchasing 





8 There is, of course, the additional fact that the 
mill executives probably effected a substantial sav- 
ing through the exercise of careful judgment, and 
on the whole purchased their cotton at times when 
prices were below the average trend of the market. 
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on a hand-to-mouth basis would more 
successfully have accomplished the pre- 
sumed purpose of hedging for this mill 
than would an actual hedging policy 
itself. This conclusion, of course, does 
not take into account the practical difh- 
culties of applying a strictly hand-to- 
mouth plan of buying, nor does the 
spot-price basis of comparison take cog- 
nizance of the higher premiums which 
apparently would have had to be paid at 
certain seasons if purchases had been 
made on the hand-to-mouth basis de- 


scribed. 


Relation between Price of Cotton 


and Price of Grey Goods 


As indicated previously, a protective 
hedging policy on the part of a cotton 
manufacturer, even though it accom- 
plished its primary purpose, namely, the 
securing of cotton at the prices ruling on 
the days cloth orders were received, 
would not necessarily be a desirable 
policy to pursue unless it was fairly cer- 
tain that the price of the goods sold 
would normally tend to reflect on any 
particular day the cost of those goods 
based on the price of cotton on the 
same day. In other words, unless the 
price of cotton and the price of cotton 
cloth moved together with respect to 
both the time and the extent of varia- 
tions, there would be no particular ad- 
vantage in securing cotton as of prices 
ruling on the days cloth orders were 
received. Moreover, unless in general 
the prices received by the mill from day 
to day for cloth tended to yield a rea- 
sonable manufacturing profit over and 
above the costs of cloth based on the 
prices of cotton on those days, the plan 
of hedging would also be open to objec- 
tions, for it would then be indicated that 
the mill needed, in order to make a 


profit on its operations, to purchase cot- 


ton at levels permitting a speculative 
gain. 

It was necessary, therefore, to give 
some attention to the relation existing 
between the prices of cotton and the 
prices of grey goods. The results of 
this part of the study are shown graphi- 
cally in Chart 1. In constructing this 
chart it was assumed that cotton was 
purchased coincident with the receipt of 
orders. The heavy black line in Chart 1 
represents the price quotations (less 4% 
selling commission) for a typical con- 
struction of sheeting made by the mill 
(36” 48 x 48 3.00). The heavy dotted 
line represents the cost of this same 
sheeting based on New York spot prices 
(allowing 12% of the cost of the cotton 
content for waste and assuming a con- 
stant manufacturing expense of 11 cents 
per pound of cloth). 

This chart throws light on two ques- 
tions: (1) Was there a substantial de- 
gree of correlation between the prices 
of this particular sheeting and the prices 
of cotton? (2) Would it have been 
possible for this particular mill over the 
six-year period to make a strictly manu- 
facturing profit on this construction of 
sheeting without benefiting from en- 
hancement in the value of its cotton 
holdings? 

A casual inspection of Chart 1 shows 
a general correspondence throughout 
the period between the prices of the 
sheeting and the costs of making it. 
(Since a constant manufacturing cost of 
II cents per pound of cloth was as- 
sumed, all fluctuations in the cost curve 
represented by the dotted line, of course, 
reflect only the changes in the price of 
cotton. ) 

A closer analysis of the chart, how- 
ever, shows that in their week-to-week 
fluctuations the curves did not synchro- 
nize very closely. Out of the 166 weeks, 
for instance, when cotton prices ad- 
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vanced, the sheeting price advanced only 
53 times, or only about 32% of the 
time; in 45 cases the sheeting price de- 
clined when the cotton price advanced; 
and in 68 instances it did not change. 
Similarly, in the weeks when the cotton 
price declined (164 instances), the 
sheeting price showed relatively poor 
correspondence; in 68 instances the 
price declined, but in 71 instances it 
did not change, and in 25 cases it 
advanced. 

The relation between the changes in 
sheeting costs and the changes in sheet- 
ing prices also was measured by a more 


refined statistical method; and for the 
data on which Chart 1 was based the 
coefficient of correlation was only 0.28. 
This figure measured not only the cor- 
respondence in the direction of the 
movements but also the correspondence 
in the extent of the movements between 
the two series. 

With respect to the second question, 
as to whether the mill could have made 
a strictly manufacturing profit on this 
sheeting number had cotton been pur- 
chased coincident with the receipt of 
the cloth orders, the following evidence 
is revealed by Chart 1: 
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1. For the three-year period ending Novem- 
ber 1, 1923, the mill cost of the particular 
sheeting, on the New York spot-price basis, 
was above the mill price of the sheeting on 
about 72% of the weekly dates used. 

2. For the second three-year period, from 
1923 to 1926, the cost was above the price 
on approximately 66% of the weekly dates. 

3. The total extent by which the cost ex- 
ceeded the price on days when the cost was 
above was approximately three times as great 
as the extent by which the price exceeded the 
cost on days when the cost was below the 
price; this ratio obtained about equally for 
both periods. This relation may be seen 
graphically in Chart 1 by comparing visually 
the relative areas between the two main lines 


for the cost and the price of the sheeting. 


From these facts it seems evident 
that, so far as this particular sheeting 
was concerned, the mill could not have 
made a purely manufacturing profit had 
it purchased its cotton coincident with 
the receipt of cloth orders, for in a ma- 
jority of instances the price received at 
the mill for the cloth would not have 
been equal to the cost of the cloth, based 
on the current spot price of cotton. 
Moreover, the total losses on days when 
the cost was above the price would, as 
pointed out, have been about three 
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times as great as the total gains on days 
when the price was above the cost. 


Conclusions 


In drawing any conclusions from this 
study, it must be borne in mind that the 
data used were all from a single mill, 
that hedging transactions actually were 
not entered into by this mill but that 
the study proceeded by reconstructing 
such transactions as they would have 
been made, that purely arbitrary 
methods were used to determine the fu- 
ture months on which contracts would 
be sold, and that the period covered was 
one of generally depressed conditions 
in the textile industry. Subject to 
these qualifications, the following ten- 
tative conclusions may be indicated: 


1. The particular mill would not have 
profited from a policy of protective hedging 
during the period 1921-26. 

2. Conditions generally in the cotton in- 
dustry are not at present favorable for 
protective hedging by cotton grey-goods man- 
ufacturers, partly because of the lack of 
complete correspondence in the movements of 
spot and futures prices, but more particularly 
because of the lack of synchronization in the 
movements of cotton and grey-goods prices. 

The existence of such conditions is 
no doubt closely connected with the gen- 
erally depressed situation in the cotton 
textile business during the period con- 
sidered. It furthermore may be trace- 
able in some part to current policies of 
speculative buying, since presumably 
mills that have succeeded in buying cot- 
ton advantageously have frequently 
been led to reduce prices of cloth in 
order to keep their plants in operation. 
In recent years cotton manufacturers 
not infrequently have given recognition 
to this situation by saying that it has 
become necessary for them to make 
their profits on the purchase of cot- 
ton rather than on the manufacture and 


sale of cloth. In the long run, however, 
such a situation is not likely to endure; 
and consequently, so far as the theory 
of price relationships is concerned, this 
apparently profitless condition is not to 
be considered as constituting an insuper- 
able obstacle to protective hedging. 
From the long-run point of view, a 
more serious obstacle is the lack of any 
pronounced day-to-day correspondence 
in the movements of cotton and grey- 
goods prices—such a correspondence as, 
for instance, appears to exist between 
the prices of wheat and the prices of 
flour. To account for this absence of 
correspondence in the case of cotton and 
grey goods and its presence in the case 
of wheat and flour, it has been pointed 
out that in the flour industry the net 
cost of the wheat represents about four- 
fifths of the total cost of the flour,’ 
whereas in the case of the particular 
construction of grey goods considered 
in this study the net cost of the cotton 
represented only about two-thirds of 
the total cost of the sheeting.’® It is 
also stated that the greater length of 
the manufacturing process in the case 
of cotton grey goods diminishes the like- 
lihood of close correspondence between 
cotton and cloth prices." Furthermore, 





® Estimates obtained from a representative flour 
mill on the basis of wheat and flour prices prevail- 
ing in December, 1927. 
10“Tn a similar manner, manufacturers of cloth 
and of cotton goods may seek to protect themselves 
against loss resulting from making to stock, and 
from having to pay unprofitable prices for yarn or 
cloth when remunerative contracts for forward de- 
livery are offered to them; but in proportion as the 
share contributed by the raw material to the value 
of the wholly or partly manufactured article dimin- 
ishes, so does the degree of protection possible 
through hedging by the purchase or sale of futures 
of raw cotton.’ Smith, J. G., Organised Produce 
Markets, London, Longmans, Green and Company, 
1922, p. 81. 
11“The degree of protection afforded by hedg- 
ing, other things being equal, may be said to vary 
inversely with the duration of the manufacturing 
process and directly with the importance of the raw 
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flour is a strictly staple product, a so- 
called necessity of life, not in competi- 
tion with other products in the same 
way that cotton goods are in competi- 
tion with other fabrics. Also, there is 
no parallel in the case of flour to the 
changing style preferences which affect 
the sale of finished cotton goods. 

A good deal of weight attaches to 
these considerations; but also it is a fair 
question whether the price of cotton 
cloth might not tend to follow the price 
of cotton more closely if cotton mills 
on the whole did in fact hedge their 
cotton purchases. If a policy of pro- 
tective hedging were followed by the 
cotton industry generally, then fewer 
mills would be in a position to adjust 
their prices downward when for one rea- 
son or another they had been able to 
purchase cotton at prices lower than the 
current replacement cost. Thus it is 
reasonable to suppose that under such 
conditions the price of cotton cloth 
would tend to follow more closely the 
price of cotton. The general question 
involved is this: Is a close correspond- 
ence between the price of the raw 
material and the price of the finished 
product one of the conditions that must 
exist in advance if hedging is to be suc- 
cessful, or does the practice of protec- 
tive hedging policies by a majority of 
manufacturers in an industry tend to 
bring about greater stability in the 
prices of finished products and thus lead 
to this very price correspondence? 

Another broad general question re- 
mains. It is easy to point out that at 
several times in the period covered by 
this study the use of judgment as op- 
posed to purely arbitrary procedure, in 
such matters, for instance, as the se- 
lection of the future month on which to 





commodity cost as compared with the cost of the 
finished product.’”’ Maynard, Weidler, and Beck- 
man, op. cit., pp. 467-468. 


sell hedging contracts, would have pro- 
duced much more favorable results. It 
is entirely possible to contend, there- 
fore, that if a cotton manufacturer gave 
careful study to futures markets and the 
conditions affecting futures prices and 
exercised judgment accordingly, he 
might be able to achieve much more sat- 
isfactory results from a policy of pro- 
tective hedging than are indicated by 
this study. It is precisely at this point, 
however, that a significant question 
emerges. The results of this study in- 
dicate that, under present conditions at 
least, the process of protective hedging 
for a cotton grey-goods manufacturer 
can not partake to any great extent of 
the semi-automatic nature assumed by 
many writers as characterizing the 
transfer of risks through hedging oper- 
ations on organized futures markets. 
Supposedly it is one of the chief ad- 
vantages of a successful hedging policy 
that it relieves the executives of the busi- 
ness from the necessity of painstaking 
study of raw-material markets and per- 
mits them to concentrate their attention 
on problems of production and market- 
ing. If a policy of transferring risks 
through hedging operations can_ be 
made successful only by a careful study 
of the conditions affecting spot and fu- 
ture prices and the exercise of skillful 
and mature judgment respecting these 
conditions, it seems entirely pertinent 
to inquire why it is not fully as desir- 
able, from a broad social standpoint, for 
cotton manufacturers to exercise the 
same skill and foresight in accepting 
market risks through the speculative 
purchase of raw materials as, in fact, 
most of them do. Possibly also the 
pertinence of this inquiry is enhanced 
by the question as to what groups in 
the community ultimately bear the risks 
transferred by hedging on organized 
produce exchanges, the activities of 
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which attract the interest of amateur 
as well as professional speculators. 
Whether he hedges or not, apparently 
the cotton manufacturer must be thor- 
oughly conversant with all the factors 
affecting the raw-cotton market. Why 
is he not, therefore, the most suitable 
person to bear the risk? 

Aside from such a broad social prob- 
lem, however, there is a final practical 
question. If a consistent policy of pro- 


tective hedging is not feasible for a cot- 
ton grey-goods manufacturer, who by 
virtue of the staple character of his 
product should in theory be advan- 
tageously situated for such a policy, are 
there not grounds for doubt whether 
the organized market for cotton fu- 
tures, whatever its utility may be to 
cotton merchants, serves any really use- 
ful purpose for the manufacturing end 
of the cotton industry? 
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COOPERATIVE RETAIL BUYING IN THE DRUG 
AND GROCERY TRADES II. 


By WILFORD L. WHITE 


issue of the Harvard Business Re- 

view it was pointed out that cooper- 
ative retail buying associations do not 
eliminate any of the functions performed 
by other wholesale distributors; that 
they apparently reduce the cost of per- 
forming some of them and shift com- 
pletely or partially the performance of 
others to other distributors. In order to 
determine whether cooperative retail 
buying associations effect greater net 
savings than other forms of distribu- 
tion, it is necessary to consider both the 
cost of performing the functions which 
the buying associations retain and the 
added cost of those functions which are 
shifted. 


| N an article in the October, 1928, 


Selling 


Cooperative retail buying associa- 
tions effect their greatest single economy 
through reducing the cost of selling. 
For the salesman, they substitute the 
telephone and mails. Out of 39 organ- 
izations, 22 operated no salesmen in 
1926, and the other 17 averaged only 
about 2 apiece. 


TABLE I. TRAVELING SALESMEN EMPLOYED BY 
CooPERATIVE RETAIL BUYING ASSOCIATIONS 














Total Drug | Grocery 
WE ee wine dt oer ak Sd 22 6 16 
R55: o's spre nee 7 I 6 
| eer e 5 3 2 
SIS 3s sic. é.9.6.d ck 2 I I 

a” Pee cer Solaray, Mare tne a) neem weary 
I so cs Bx oiodoe Ro M4 hd 2 
ane eae BW wes I 

Ee hes 39 22” 28* 














“Figures do not include telephone sales people. 


The great majority of these asso- 
ciations depend upon the telephone for 
their orders. 


TABLE II. METHODS OF SOLICITING ORDERS 








Total Drug | Grocery 








TOMMBOBE. 6.06655 scccees 20 8 12 
ae 4 Le AES ere ae ore 5 
Both equally............ II 3 8 
Little 
(one cash-and-carry)... eee 2 
WsGckadaaenns sc 38 II 27 














In order to become more aggressive, 
however, these organizations have de- 
veloped certain substitutes for salesmen, 
especially catalogs, bulletins, news- 
paper advertising, weekly meetings, and 
dealer service, all of which keep the 
central office in contact with the dealer 
and the members informed about the 
market and price changes. Of these 
methods the bulletins are without doubt 
the most important. They vary from 
a mimeographed sheet listing current 
price changes to a monthly magazine of 
over 100 pages carrying a quantity of 
paid advertising. All are sent at regular 
or irregular intervals to all members 
without charge. 


Taste III. Cooperative Retail Buyinc Assoct- 
ATIONS PUBLISHING A BULLETIN 








Total | Drug | Grocery 

















Publish a bulletin. ...... 28 II 17 
Do not publish a bulletin. >) ar II 
EEE, 5 ciwescoceees 39 II 28 








Credit 


Out of 38 organizations, only one 
follows the policy of selling on a cash 
basis. The other 37 extend credit 
from 7 to 30 days and longer in the case 
of delinquents. 


Tasie IV. Lenctu oF Crepir EXTENDED BY Co- 














OPERATIVE RETAIL BuyYING ASSOCIATIONS 
Total Drug | Grocery 
inane mina —— | — | _— _ 
No credit entended I o | I 
Monday of following 
week..... 8 2 6 
Tuesday... 2 I I 
Wednesday. 4 I 3 
Thursday. . . 3 2 I 
Friday..... 2 I I 
Saturday. I ° I 
Any particul: ar r day 
following week 4 I 3 
In 10 days.. 6 ° 6 
Twice a month 3 3 ° 
In 30 days.. 4 ° | 4 
_— ae See 
Total 38 | 11 27 





The practice is to fill and deliver 
orders of members in good standing on 
a credit basis. Each week, on some 
specified evening, statements are made 
out covering the sales of the preceding 
weekly period. These are mailed and 
presumably must be paid by a prede- 
termined day the following week. The 
result of this practice is an average ex- 
tension of credit of about 10 days. This 
figure compares with 45 days, the 
common figure given by an authority in 
the service wholesale trade.’ If these 
estimates are reasonably correct, the 
average cooperative house would have 
2.8% of its total sales tied up in ac- 
counts receivable at any one time; the 
service house, 12.5%. This difference 
indicates not only a saving to the cooper- 
ative houses in the capital tied up in 


1 Dr. Newcomb, Secretary of the National Whole- 
sale Druggists Association. 


HARVARD BUSINESS REVIEW 


credits, but also a saving in the adminis- 
tration of credits and in losses from bad 
debts. 

In spite of a rule which would force a 
manager to cut off a member who does 
not pay promptly, a rule which would 
at least force the delinquent member 
to pay a special fee ranging from 1% 
to 2% and even more per week, most 
delinquents are handled individually in 
order not to create the ill will of im- 
portant members. 


Delivery 


The majority of cooperative retail 
buying associations deliver, offering ap- 
proximately the same service as do serv- 
ice wholesalers in the same trade. 



































TasBLe V. ExTENT TO WHICH COOPERATIVE 
ASSOCIATIONS DELIVER 
Total Drug | Grocery 
= — 2S ro ee 
Deliver. ee re 30 II 19 
Do not deliver. . | 9 ° 9 
[$j —__} __. 
Total... | 30 II 28 
Taste VI. NUMBER OF DELIVERIES PER WEEK BY 
CooPERATIVE RETAIL BuyYING ASSOCIATIONS 
Total Drug | Grocery 
— ee ee 
I. 5 ° 5 
2 8 2 6 
3 3 I 2 
4 ° ° ° 
5 I I ° 
6 & 6 2 
No limit. 3 I 2 
|i———— 
Total. .. | 28 II 17° 











*Figures “apply only to delivery in metropolitan district. 
It is customary for them to extend free 
delivery to the store door within the 
city limits and to haul all out-of-town 
orders to the freight or express office 
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preparatory for shipment. Delivery 
service in the drug trade compares fav- 
orably in all of its phases with that 
offered by the service houses. In the 
grocery trade, there is a tendency for 
the association to deliver less often and 
to act more arbitrarily in such matters 
as special deliveries, late orders, changes 
in orders, and store-door deliveries. 


Storage 


By definition, all cooperative retail 
buying associations operate a central 
warehouse. This space is commonly 
owned by the association, although some 
associations lease room in a loft build- 
ing or space in a public warehouse. 
Buildings which have been purchased or 
built have been usually paid for out of 
new capital, raised among the members 
by issuing bonds or preferred stock. 
These warehouses are commonly located 
in the wholesale district of the city and 
include the offices of all the paid mem- 
bers of the organization. 

Contrary to common _ impression, 
these associations do not request an ex- 
cessive number of drop shipments from 
manufacturers. In fact, the manufac- 
turers themselves report the opposite. 


TABLE VII. ExTeENT TO WHICH COOPERATIVE Buy- 
ING ASSOCIATIONS AND SERVICE WHOLESALERS 
Request Drop SHIPMENTS FROM 
MANUFACTURERS 
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It is true that cooperative retail buy- 
ing associations do carry smaller stocks. 
The discrepancy between the average 
size of stocks carried by service whole- 
salers and by cooperative organizations 
in the drug field is less than in the 
grocery trade. 


TABLE VIII. CoMPARISON OF MERCHANDISE STOCK 
IN THE DruG TRADE BY ITEMS CLASSIFIED 
ACCORDING TO SALES VOLUME 








Service Cooperative 
Volume of Sales Wholesaler | Association 


Less than $500,000.....} (5) 15,000 | (2) 20,000 
$500,000-$999,000......| (5) 20,000 
$1,000,000-$2,999,000 (5) 25,000 | (4) 20,000 


$3,000,000-$4,999,000 . .| (5) 25,000 
$5,000,000 and over... | (5) 30,000 | (1) 18,000 


TABLE IX. CoMPARISON OF MERCHANDISE STOCK 
IN GROCERY TRADE BY ITEMS CLASSIFIED 
ACCORDING TO SALES VOLUME 

















Service Cooperative 
Wholesaler | Association 


2,200 | (6) 885 








Less than $500,000.....| (5 
$500,000-$999,000..... ( 
$1,000,000-$2,999,000 . .| ( 

( 


) 
5) 

5) 3,400 | (3) 1,700 
$3,000,000 and over... 5) 


4,000 | (1) 1,700 











In spite of shorter stocks, members of 
such associations do not report any im- 
portant attempt at substitution on the 
part of the managers. 


TABLE X. EXTENT OF SUBSTITUTIONS BY COOPERA- 
TIVE RETAIL BUYING ASSOCIATIONS AND 
OTHER SELLERS 











Total Drug | Grocery 


Cooperatives request 
fewer than service 
wholesalers......... 19 14 5 
Cooperatives request 
as many as service 
wholesalers......... 19 14 5 
Cooperatives request 
more than service 








wholesalers......... 5 ° 5 

Manufacturers make 
no drop shipments. .. 9 3 6 
52 31 21 

















Cooperatives substitute more............. I 
Cooperatives substitute no more.......... 103 
No substitution by cither...........-...0. @ 
Cooperatives substitute less... .......... 16 
Eouasl amount by both... ......-000+ + = 
Total retail druggists...... caries eiod hee 149 





The result is, however, that members 
have to purchase some products regu- 
larly, both those distributed on an ex- 
clusive wholesale basis and those dis- 
tributed widespread, from other whole- 
sale sources. 





304 HARVARD BUSINESS REVIEW 


Buying 


The managers of 23 cooperative 
grocery organizations report that they 
purchase 91 % of their total stock direct 
from the manufacturer; those of 9 drug 
associations report that 98% of theirs 
is purchased direct. 











Taste XI. Sources oF ASSOCIATION PURCHASES 
Total Drug Grocery 
| (32) 100% | (9) 100% | (23) 100% 
Manufacturers} 92.9% 98.2% 90.9% 
Wholesalers 4.2 5.3 ¥.3 
Own factory 2.8 0.0 2.8 
Other sources °.9 0.7 1.0 














These figures appear somewhat opti- 
mistic, however, in the light of the re- 
ports of some 73 manufacturers in these 
two fields. Only 81% of the grocery 
and 74% of the drug mnnnlacterets sell 
to cooperative associations. Although 
these two sets of figures are not neces- 
sarily contradictory because no allow- 
ance can be made for the size of in- 
dividual establishments, they both in- 
dicate that the association, under normal 
conditions, can buy a large proportion 
of its stock direct if it desires to do so. 
Although a new association has difficul- 
ties in having its name placed on the 
wholesale lists, and although some 
manufacturers today refuse to sell to 
such an organization,” this prejudice is 
decreasing. 


Financial 


The financial obligations of the in- 
dividual member to his association are 
often overlooked, largely because they 
do not all come due at the same time. 


*See Federal Trade Commission v. The Mennen 
Company and The Federal Trade Commission v. 
The National Biscuit Company. 


These obligations may include the initia- 
tion fee, charges for a definite amount 
of capital stock, usually common and 
sometimes preferred, and a cash deposit 
to cover credit. Occasionally bonds are 
sold and sometimes additional stock is 
sold. 

Out of 39 associations, 4 drug and 9 
grocery associations require an initiation 
fee ranging from $5 to$200 each. The 
most common charge is $25, and is an 
out-of-pocket expense since it is not re- 
funded at any future time. 

Only one out of the 39 associations 
represented in this study has no capital 
stock. This one operates upon the basis 
of a cash deposit of $225 per member. 
Three other associations sell preferred 
stock only. The remaining ones issue 
either common or both common and pre- 
ferred. At the end of 1927, 30 asso- 
ciations were capitalized for $6,413,000 
of which $3,453,000 was issued. Stocks 
are commonly sold at par which varies 
from $10 to $400. The practice is to 
require a new member to subscribe and 
pay for in advance a definite amount of 
stock, depending upon the size of his 
contemplated weekly purchases. As 
these purchases increase, he may be 
asked to buy more stock. 


Taste XII. AveraGe AMOUNT OF CASH 144 RETAIL 
Druccists HAVE INVESTED IN THE STOCKS 
OF COOPERATIVE RETAIL BUYING 
ASSOCIATIONS 








Average (arithmetic) stock holdings per 


nS Pr er a et Cc rere ey $ 675 
Amount of stock most commonly held... 400 
Minimum amount of stock held......... 100 
Maximum amount of stock held......... 9,500 





Slightly more than one-third of the 
reporting associations require a cash de- 
posit from their members, such a deposit 
ranging from $100 to $400 each. 
Usually the exact amount required of a 
particular member depends upon his 
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weekly purchases. This money, which 
must be paid in advance since it is used 
for the purchase of merchandise stocks 
by the association, commonly does not 
draw interest but is redeemable in full 
at the withdrawal of the member. Bonds 
are seldom used. In their place, pre- 
ferred stock is issued. 
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larger, and more influential, it selects its 
new members with more care. 

Most associations have been careful 
to guard against capital stock control 
by not only limiting the ownership of 
voting stock to active retailers but by 
limiting the maximum holdings of each 
member. 

















fapte XIII. Averace Cash Deposits Apvancep TABLE XV. SHARES OF Common Stock WHICH 
BY 90 Retait Druccists Each Applicant CAN Hotp 
Average (arithmetic) deposits per mem- Total Drug Grocery 
ber ......++-. eter e ee reese ee ee eenes $140 Maximum | Maximum | Maximum 
Amount of deposits most common......... 100 Limit Limit Limit 
Minimum amount of deposits......... 25 names Se ee ————ss 
Maximum amount of deposits............ 400 1 share. . 3 2 I 
wie ssh 2 shares 1 | I 
3 shares. | ti ) I 
See 5 shares..... 2 | fe) 2 
Organization 6 shares..... e ° | I 
10 shares... 2 | 1 | I 
Py. : 12 shares. . I rj C 
Of the various problems connected 46 shares. | - -_ - 
with organizing and establishing a co- 60 shares... 2 | r | 
ies Rail shee felines too shares... .... | I | ° | I 
operative association, the following are Not to exceed 7% | - xd 
most significant: (1) selection of mem- No limit. | 4 | 2 | 2 
bers, (2) limitation of capital stock con- Total. | i | are | me 


trol, (3) method of voting, and (4) 
method of paying dividends. 

Because of the pressure of securing 
more members in order to attain an in- 
creased sales volume, young associa- 
tions commonly accept most applicants 
for membership. 

As an association becomes older, 


TABLE XIV. PERSONS OR CORPORATIONS ELIGIBLE 
FOR MEMBERSHIP IN COOPERATIVE GROCERY 
RETAIL BuyInG ASSOCIATIONS 











reer Saas 5 ae 
Qualified independent retail grocers*...... 7 

Retail grocers, institutions, hotels, and 
RG PINON. oro. ov io oo rectge cs aie I 
Retail grocers and delicatessen owners..... I 
eo eC ere rer err re err rer errr ree I 
nipiler ives beeen cerns las Wiehe ane a eae 25 


Total 





*Qualifications are: (1) ‘Must be separated by two city 
blocks, carry adequate stocks of advertised merchandise, sell 
them at advertised prices, use prescribed store fronts, and 
naintain clean stores’; (2) ‘‘Must have annual sales volume 
f $40,000 with a class A rating or better and with store ap- 
pearance up to standard’; (3) “‘Must buy $300 a week and be 
a member of the local grocers association”; (4) ‘Must be a 
member of the local grocers association’; (5), (6), and (7) 
“Must have good financial standing.” 





A third method of controlling mem- 
bership is practiced by some associa- 
tions. Some g out of 37 specifically 
state in their by-laws that each member 
has but one vote, irrespective of the 
amount of common-stock _ holdings. 
Twelve others achieve the same result 
by requiring all their members to pur- 
chase an equal number of voting shares. 

A fourth method of keeping the con- 
trol of management in the hands of ac- 
tive retailers interested in the associa- 
tion is by failing to declare dividends on 
the common stock. Over one-half, 14 
out of 26 organizations, do not declare 
such dividends; the average rate for the 
other 12 is 6%. 

Thus the organization of a true co- 
operative retail buying association is 
commonly kept in the hands of those 
who are primarily interested and bene- 
fited by the organization. There are 
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exceptions, and some of them represent 
associations changed to private corpo- 
rations. 


Management 


The managers of all 39 cooperatives 
under study are full-time paid em- 
ployees. In most cases, the manager has 
come to the association as a successful 
retailer. 

Although these men are hired by the 
association and work under a board of 
directors made up of retailers, contact 
of the writer with such organizations 
leads to the conclusion that some one 
personality always dominates the asso- 
ciation and that usually this personality 
is the manager’s 

From the slight evidence available, 
there is little to indicate that expe- 
rienced association managers are less 
capable than those of other types of 
wholesale houses or that they are paid 
less. Figures presented in the previous 
article show that the executive salaries 
of associations are relatively less than 
those of similar service companies, but 
that office salaries are relatively greater. 


Spirit of Cooperation 


Many critics have laid the failure of 
cooperatives to two causes: organiza- 
tion and management.* The writer be- 
lieves that the fundamental cause of 
failure is traceable to neither. Rather, 
failure is traceable to the inability or 

’ In a recent publication of the Department of 


Agriculture, the following “Reasons for failure of 
Agricultural iit. canal Associations” are given: 





eam PC 


Ineffic ient management. 
Insufficient working capit : . 24 
Insufficient business... . cisae, SS 
Too liberal credit to patrons jae eaews 17 
Voluntary dissolution. ... : oa 
Dishonest management 8 
Unfair —.- 2 
Acts of Providence. 6 
8 


Miscellaneous causes 





~~ Agricultural Coo perative Associations, Marketing and ‘Pur- 
chasing, pp. 65-66 
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unwillingness of the retailers to co- 
operate completely at all times. 

At least two measures of member co- 
operation are (1) the amount of pur- 
chases by members from the cooperative 
association and (2) the use of private 
brands by associations. Concerning the 
amount of purchases, the estimates of 
retailers themselves are probably opti- 
mistic, but they indicate that association 
purchases are only slightly more than 
2/3 of what they might be. 


TasBLe XVI. PERCENTAGE OF MERCHANDISE* PuR- 
CHASED FROM DIFFERENT SOURCES 
Total retail druggists reporting: 132 








Cooperative association .... ........ 69.0% 
Service wholesaler................ i. 206 
Cash-and-carry wholesaler. .. ...... 0.7 
Wagon wholesaler...... .. .. ...... 0.4 
eT eer Teer wwe 2g 
Other (including manutactares eee 10.6 
100.0% 


ry 














*Refers only to merchandise which would be purchased from 
a service wholesaler. 


As to private brands, the action of co- 
operative associations is comparable to 
that of private companies. Approxi- 
mately 56% of 28 grocery associations 
use private brands; and the American 
Wholesale Grocers’ Association reports 
that 57% of its membership approves 
their use.‘ 


TABLE XVII. Cooperative Grocery ASSOCIATIONS 
HAVING PRIVATE BRANDS 








PE IIa a ie as 2x5 8 renal tent uckiew 
No private brands... 





From the point of view of the co- 
operating retail members, there is no 
excuse for an organization or its con- 
tinuance unless it can function more 
economically than can some available 
competing method of distribution. To 


* Bulletin 1303, December, 1926. 
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claim the weakness of retail cooperation 
to be organization and management is 
to assume that with the proper organ- 
ization and management a cooperative 
association can be more successful than 
a private one. To claim the major 
weakness of retail cooperative associa- 
tions to be the lack of complete cooper- 
ation at all times is to intimate that re- 
tailers will cooperate only when it is to 
their selfish advantage to do so. There 
is no virtue in cooperation, unless by 
cooperating the cooperators have ac- 
tually reduced the cost of distribution 
to the advantage of themselves and their 
clientele. 

This distinction is important, since it 
shifts the emphasis from better organ- 
ization and more intelligent manage- 
ment to the relative merits of cooper- 
ative effort for private gain and private 
enterprise for private gain. 


The Present Status of Cooperative 
Retail Buying Associations 


Cooperative retail buying associations 
are limited to those trades, the products 
of which they can economically handle. 
It is obvious, in the first place, that con- 
sumers’ goods which may be sold direct 
can not be distributed through any 
wholesale cooperative enterprise similar 
to the ones under study. Such associa- 
tions do not distribute in any quantity 
perishable goods such as fresh vege- 
tables, meats, yeast, candy, and crackers. 
Neither can they commonly handle 
style goods such as jewelry, hosiery, 
shoes, or men’s or women’s clothing; 
nor specialty items including many 
household electric appliances, household 
aluminum ware, sporting goods, paints 
and varnishes. Finally, the “teil or 
expensive purchases, such as, for in- 
stance, automobiles and heavy house- 
hold equipment, are not commonly sold 


through any type of wholesale distrib- 
utor. 

Further, cooperative associations are 
not in a position to act as exclusive 
agencies and, therefore, can not be satis- 
factory distributors for merchandise 
commonly sold under such a plan. 

Again, consumer’s goods which are 
not or can not be identified, advertised, 
or uniformly priced will not commonly 
be distributed by this method, since the 
causes of cooperative effort are not 
present. Small hardware including 
supplies, kitchen utensils, and plumbers’ 
supplies are examples of such goods. 


Location 


Cooperative retail buying associa- 
tions are found in all sections of the 
United States, although according to 
Thomas’s Register of Grocery and 
Kindred Trades for 1927, there were 
in 1926 no such grocery associations in 
20 widely separated states. The density 
of these organizations approximates 
that of the retail stores in the same 
trade. 

Although 40% of the retail members 


RANKING OF STATES ACCORDING 
TO CERTAIN FACTORS 


TasBle XVIII. 














Number of 
Retail Grocery 
Popu- Grocery Cooperative 
lation Stores, Retail 
1925* Deli- Buying 
catessensf Associations 
: ae Meee 
New York I 2 2 
Pennsylvania eo I I 
Illinois 4-4 3 “.% 
Ohio 4 4 4.5 
Texas 5 5 None 
Michigan 6 8 16.5 
Massachusetts 7 7 6 
California 8 | 6 3 
New Jersey | 9 8 16.5 
Missouri 10 | 10 8.5 
Kentucky 16 | 8.5 
West Virginia 27 8.5 
Wisconsin 14 8.5 











*Population and Its Distribution, 4th Ed., p. 2. 
tlbid., p. 313. 
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of 10 drug associations and 35% of 22 
in the grocery trade are outside the 
limits of the city in which the warehouse 
is located, such associations have a more 
limited trade area than do service whole- 
sale houses with the same volume of 
sales. There are exceptions, such as the 
Philadelphia Wholesale Drug Com- 
pany, with buying members as far dis- 
tant as Florida, and The Northwestern 
Drug Company, with members located 
in Montana as well as in North and 
South Dakota. 

Even in those trading areas where re- 
tail cooperative buying has been prac- 
ticed for some time, the associations 
have not desired or been able to secure 
50% of the local dealers as members. 
In 7 cities, the figures indicate that the 
average number of retailers who have 
joined associations equals 41%; the 
highest average was 62%, and the 
lowest 13%. In 14 cities in which are 
located 14 grocery associations, the 
average number of retail grocers who 
were members in 1926 was 26%, the 
high figure was 72%, and the low 10%. 
There is no reason to believe that these 
figures will greatly change with time. A 
comparison of cities in which associa- 
tions have been in existence for a period 
of from 15 to 40 years with those 
having associations in operation less 
than 15 years shows practically no 
difference. 

The result is, in the drug trade, that 
while over 50% of the retail drug stores 
in the United States are located in cities 
with a population of less than 25,000,° 
not a single cooperative is located in a 
city with a population of less than 
50,000, and only 4 are located in cities 
of less than 400,000. In the grocery 
trade, out of 21 associations, 5 are lo- 
cated in cities with populations of less 


5 American Druggist in a report dated Septem- 
ber, 1927. 


than 100,000; 9 in cities with popula- 
tions ranging from 100,000 to 399,000; 
while the other 7 are located in cities 
with populations of over 400,000. 


Clientele 


Such associations make little pretense 
of selling at wholesale to other than in- 
dependent retailers. A majority do sell 
to non-members, although few have any 
aggressive method of soliciting such 
business. 


TasLte XIX. ExTeENT To WHICH CoopERATIVE RE- 
TAIL BuyING ASSOCIATIONS SELL TO NON-MEMBERS 














Total Drug | Grocery 
| 

deecsiinatinsnaatliaa indie tacit |} j 

Sell to non-members 28 9* 19 
Do not sell to non- 

members.......... 7 I 6 

—— eee ” 
Total. . ; 35 | 10 (| 25 


| 
| 
| | j 
*One states only on deposit of $200. Another reports only 
20 non-member customers. 





When non-members purchase from the 
association, they usually pay a higher 
price than members purchasing the same 
merchandise, although 3 out of 25 asso- 
ciations make no price distinctions. 
This differential is about 5%. 

The business of an association is not 
only limited, in general, to its own mem- 
bership, but only to a portion of the 
total retail volume of that membership. 
Over 130 retail druggists, the members 
of 3 widely separated cooperative drug 
associations, report that they purchase 
slightly less than 70% of their possible 
purchases from their association.® 

These figures given by cooperating 
retailers are high.’ Assuming them to 
~ 6 See Table XVI. 

™The average sale per member for the largest 
of these 3 is $4,400 per year. At the regular 
retail price, this figure would be about $6,700 


(average mark-up would be at 34%). If this 
figure represents 70% of the sales of the retailer 
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be approximately correct, however, they 
indicate that cooperators themselves do 
not and will not make all their possible 
purchases through the wholesale house 
of which they are stockholders. Such a 
conclusion is sound, since some of these 
associations under study have been in 
operation for from 25 to 40 years and 
have reached a figure for average sale 
per member per year which fluctuates 
within a very narrow range.* 

For that merchandise not excluded 
and in those territories not eliminated, 
cooperative retail buying associations 
find a legitimate field. 


Allocation of Savings 


With the savings of 4.5% of total 
net sales as typical® and with the de- 
tailed statistical information available 
for the grocery trade as a guide, the 
conclusion is that slightly more than 
one-half, 2.5%, is a reasonable esti- 
mated saving; the remaining 2% rep- 
resents a shift of performance to other 
wholesalers and to retail members. 


of merchandise purchased from a wholesaler, the 
total sales from such a source would be roughly 
$10,000 and the total sales at retail, $20,000. Ac- 
cording to the recent Census of Distribution, the 
average sales for drug stores in 11 Cities in 1926 
were $35,000. Even though this figure is slightly 
higher than for the average of all drug stores, 
the estimates given by the cooperators appear to 
be too high. 


8 Taste A. SALES Per MEMBER FOR ONE Co- 
OPERATIVE RETAIL BuyING ASSOCIATION FOR 














10 YEARS 

Number of Sales per 

Members Member 
IQI7 — 134 $ 880 
1918 176 1,840 
IgIQ. ° 224 2,940 
1920... : 278 3,960 
1921... 325 4,110 
en See * | 371 4,420 
1923 Se ieebaaee | 426 4,790 
$OR6.... ane paad 484 4,064 
I as aie iratacs oenaiac cone 531 4,140 
1926.. : hexdcikate caaceeual 586 4,560 











®See preceding article in the October, 1928, 
issue, p. 64. 


This 2.5% can be divided roughly as 
follows: 
2.00% Saving in selling expense 
0.10 Saving in losses from bad debts 
0.40 Saving in total executive and office 
salaries 


2.50% '° 

By far the largest single net saving is 
made in the reduction of the selling ex- 
pense. A real saving is also effected by 
extending a limited credit, although part 
of the apparent saving resulting from 
the reduction of the amount of credit is 
merely shifted to the service whole- 
saler. Finally, a saving is made on 
overhead by reducing the supervision 
necessary to handle a large salesforce 
and an extended credit system. 

The savings which appear to be the 
result of shifting expenses may be classi- 
fied as follows: 

-75% Interest charges 

.65 ‘Total receiving and shipping ex- 
pense! 

.50 ‘Total executive and office salaries 
and other buying expense 

.10 Miscellaneous expense 





2.00%"? 


From the evidence presented, there 
is no reason to believe that it costs the 


10 A comparison of the respective costs of whole- 
sale grocery and drug wholesalers shows an esti- 
mated saving effected by cooperatives in the drug 
field of 4.39% of total net sales. This saving is 
estimated as follows: 

3.20% Saving in selling expense 

0.10 Saving in losses from bad debts 

1.00 Saving in total executive and office 
salaries 





4.30% 

|The figures for cooperatives are based upon 
associations which assume some of the delivery 
expense. For those who make no deliveries, this 
figure would be approximately 2% greater. 

12 The estimated shifting of expense in the drug 
trade is 4.6% of the total net sales and includes 
the following: 

1.15% Interest charges 

2.10 Total receiving and shipping expense 

1.15 Total executive and office salaries and other buying 

expense 

0.20 §©Miscellaneous expense 


4.60% 
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manufacturer any more to sell to cooper- 
ative retail buying associations in the 
drug and grocery trades than it does to 
sell to the wholesalers in each. It is 
true, however, that the cooperatives 
handle only about 5% of the merchan- 
dise sold to wholesale distributors and 
are even yet the cause for protests upon 
the part of service wholesalers who 
threaten, with a boycott, manufacturers 
who sell to cooperatives and service 
companies alike. Sometimes, because of 
their relative importance to the manu- 
facturer, the manufacturer finds it ad- 
visable to cut off the cooperative. To- 
day this policy is more prevalent in the 
grocery than in the other trade. 

The service wholesaler, competing in 
the same general territory with a co- 
operative, is more affected. First, the 
cooperative takes some of its trade and 
second, it increases the cost of reaching 
that trade which remains. The service 
wholesaler loses a larger proportion of 
its city business to the cooperative, busi- 
ness which is cheaper to secure and to 
keep than “country” trade. 

Second, it not only retains poorer 
average credit risks, since the coopera- 
tive absorbs only high-grade ones, but 
it is forced to extend credit to cooper- 
ators themselves at periods when the 
retail business most needs it. The re- 
sult is that the service house presum- 
ably will find both its credit losses and 
its cost of maintaining and extending 
credit increasing. 

Finally, the service house, the whole- 
saler commonly carrying the most com- 
plete stocks, is forced to carry the 
slower-moving items for occasional cus- 
tomers who regularly buy the bulk of 
the more profitable items elsewhere. 
Because of competition among them- 
selves, the service houses do not com- 
monly sell such articles at a net profit. 

In assuming the responsibility of ex- 


tending extra credit and complete stocks 
to cooperative retailers, the service 
wholesaler automatically increases his 
interest charges, total receiving and 
shipping expense, total executives’ and 
ofhice salaries and other buying expense, 
and miscellaneous expense. 

An undetermined amount of the esti- 
mated 2%, however, is assumed by the 
retailer-member. He must advance 
capital out of his earnings, on which he 
does not usually receive the going rate 
of interest and upon which he can not 
earn the profit he might were it em- 
ployed in his retail business itself. At 
the same time, he is inconvenienced, ac- 
cording to the policies of his own co- 
operative. Salesmen, upon whom he 
can legitimately depend for part of his 
market information, seldom call.  In- 
stead, he has to send in orders by tele- 
phone or mail at regular intervals; look 
to other middlemen for credit when 
credit is badly needed; turn to other 
middlemen for slow-moving items for 
which the consumer calls; and accept 
limited delivery service, especially in 
the grocery trade. 


Conclusion 


Cooperative retail buying associations 
are mainly limited to the drug and 
grocery trades. They are limited to 
certain geographical areas, metropol- 
itan in nature. 

They do effect a saving of about 2.5 % 
of net sales in the grocery trade and 
possibly 4.3% in the drug trade by re- 
ducing the sales effort, by selecting 
credit risks with care, and by reducing 
the overhead commonly necessary to 
operate the salesforce and extend credit. 

On the other hand, some 2% of net 
sales, in the grocery trade, almost one- 
half the apparent saving, is not a net 
saving to the retailer but represents a 
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shift in costs directly to service whole- 
salers or to himself and is the result of 
the cooperative’s shifting to others the 
expense of adequate interest charge, de- 
livery, credit, and complete stocks. 
With such an economic advantage it 
is debatable whether the cooperative re- 
tail buying association in the grocery 
trade can grow rapidly in the face of 
chain-store development on the one 
hand and contract wholesalers, who are 
emphasizing retail merchandising, on 
the other. In the drug trade, chain 
stores are a growing type of competitor, 
while mutual wholesalers, offering a 
type of cooperation between service 
wholesaler—independent retailer are 
developing parallel with the contract 
wholesaler in the grocery trade. 


The cooperative organization basic- 
ally gives its attention to the reduction 
of the selling costs of the wholesale 
functioner whose total expense is ordi- 
narily considerably less than that of the 
retailer in the same line. Contrasted 
to it, the present competitors of the co- 
operative are trying to reduce the cost 
of performing not only the necessary 
wholesale functions, but those of the re- 
tailer as well. It is evident that the co- 
operative retail buying association will 
continue. From observation, however, 
it is equally evident that the contract 
wholesaler in the grocery trade and the 
mutual wholesaler in the drug trade are 
attracting growing attention and an in- 
creasing number of supporters among 
their respective retail clienteles. 











ANALYZING ADVERTISING RESULTS II. 
By A. T. FALK 


N an article, published in the Jan- 
| uary issue of the Harvard Business 

Review, the writer mentioned six 
specific factors which were described as 
operating simultaneously in controlling, 
at a given time, the observed effective- 
ness of an individual advertisement. 
These factors have nothing to do with 
the character of the copy which makes 
up the written advertisement, but they 
should be very important considerations 
in laying general plans for a campaign, 
for they exert a significant influence on 
the actual results to be obtained per dol- 
lar of advertising. 

The purpose of the present article 
and the former one is to discuss a study 
of the advertising of the Gordon-Van 
Tine Company of Davenport, Iowa, in 
an endeavor to evaluate these six fac- 
tors, as evidenced by their influence on 
the results of 14 years of advertising 
by this one company. The factors were 
listed in the former article as follows: 


. Seasonal Factor 

. Size of Space 

Lasting Quality 

Effect of Frequency 
Intensiveness of Advertising 
Secular External Factors 


a ne 


Omitting entirely the question of 
quality of copy, which we have assumed 
in all of our discussion to be uniform 
and the best that our hypothetical copy 
writer can produce in the space avail- 
able to him, we have found a numerical 
measurement of the relationship of 
each of the above factors to the results 
produced by ar advertisement. To 
some it may be difficult to think in mathe- 
matical terms of the bearing which 
these things may have on the effective- 


ness of advertising. Advertising is 
usually thought of as an inexact art, so 
surrounded by intangible values and re. 
lationships as to be utterly impossible 
of accurate analysis. 

In the previous article, the writer 
briefly discussed general methods and 
then described more in detail the meth. 
ods used and results obtained in the 
first of these factors, namely, the season- 
al influence. Now the remaining fiye 
factors will be discussed. 


Size of Space 


The subject of size of space in re- 
lation to the productiveness of an ad is 
by itself important enough to a large 
advertiser to warrant a major analysis 
consuming the amount of time which we 
spent upon this whole investigation 
covering six separate phases. It is of 
prime importance in advertising to know 
what mathematical relation, if any, may 
exist between the size of an ad and its 
productiveness per square inch or per 
agate line. Perhaps an advertising ex- 
pert would say that such relations can 
not be mathematical, that the quality of 
copy is everything, and that mere space 
size is important only as it permits vary- 
ing types of illustrations, headings, and 
text. Nevertheless, it appears that the 
mechanics of copy, as we have used the 
term in the 14 years under observation, 
have been such that the physical size of 
space does give a consistent index to the 
productiveness of an ad. 

Given a specific degree of cleverness 
in copy writing, it is to be assumed that 
the most will be made of the space 
available in the advertisement to be 
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ac ced and that the heading, illustra- 

,. and text will be so constructed and 
rrat ranged that the person preparing the 
ae isement will do his utmost to pro- 
the largest possible results, the 


, duce 
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: only limiting factor being the size of 
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nd re. e space availabl 


Re copy writer’s manner of work is 
diferent from that of a machine, 
er the inspiration of the moment will, 
of course, have an important bearing on 
the results to be produced by the ad 
which he is preparing, resulting in rather 
widely fluctuating data on effectiveness 
of the ads produced. However, if we 
have a sufficiently large number of ads 
in the compilation, the more violent fluc- 
tuations will tend to offset each other, 
especially if the person analyzing the 
data will use a certain amount of dis- 
cretion in discarding such items as are 
too far from normal and could be 
classed as accidental. 

We were not altogether sure that the 
above statement was true when we start- 
ed this analysis, but the results have 
gratifyingly proved the assumption that 

definite and consistent laws can be de- 
duced concerning the relationship of 
space size to productiveness. It has 
actually been possible to make a formula 
to the effect that a given percentage of 
increase in the size of an ad results in 
a certain percentage of decrease in in- 
quiries produced per unit of space. The 
formula is supported by many inde- 
pendent calculations with independent 
conclusions. We worked out the space- 
size factor separately for each of a 
great many publications, and the gen- 
eral agreement of the separate conclu- 
sions concerning the individual publica- 
tions lends an air of reliability to the 
whole analysis. Furthermore, when we 
group all publications into three general 
classes—national farm papers, state 
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farm papers, and general magazines— 
the three composite indexes as worked 
out for the three separate groups are 
very similar, with only logical differ- 
ences. 

Method 


The solution of this part of the prob- 
lem is fairly direct, so far as theory is 
concerned. In handling the actual data, 
several puzzling complications arise, 
but the theory used is fairly simple. As 
in the case of the solution for the season- 
al factor, we proceed to make an in- 
dependent analysis and conclusion for 
each individual publication, before com- 
bining any of the results for making a 
general deduction. 

Going back to our original compila- 
tion showing the total inquiries pro- 
duced on each individual ad run during 
the 14-year period in publication “A,” 
our first step is to modify all the figures 
representing inquiries, so as to eliminate 
the seasonal factor and make them all 
comparable, so far as season is con- 
cerned. We do this by dividing the in- 
quiries received on a certain ad by the 
season factor applying to the particular 
month in which the ad was run. For in- 
stance, if the first ad in our table is one 
that was run in January, 1913, in maga- 
zine “A,’’ we divide the inquiries re- 
ceived on that ad by 1.84, since we found 
in the first part of our analysis that 
January ads produce a number of in- 
quiries which are 84% greater than 
average. The revised number of in- 
quiries then represents the number 
which would have been received if the 
ad had been run in an average month 
instead of in January. Of course, there 
is no such thing as an average month, 
but this makes no difference in our as- 
sumption. Taking the next ad in our 
compilation, we may find it to be one 
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that was run in February, 1913, and in 
this case, by dividing the actual inquiries 
by 1.57, we revise the number of in- 
quiries actually produced to the number 
which would have been produced if the 
month had been an average month in- 
stead of February. We continue with 
this process until all the ads of which we 
have a record in magazine “A” during 
the 14 years are so revised as to elimi- 
nate the seasonal factor, as illustrated in 
the two instances just above. The num- 
bers by which we divide the actual in- 
quiries are the 12 index numbers ex- 
pressing the seasonal factor, which have 
been obtained by the methods described 
in the first part of this analysis, in the 
writer’s January article. 

Assuming now that we have complet- 
ed the modification of all the numbers 
representing inquiries obtained on ads 
run in magazine “A,” the next step is to 
group the ads according to size of space 
used, but keeping the data for each year 
separate. Next, we find the average 
number of inquiries produced on ads of 
each size in each year, the figures on 
inquiries being the modified figures ob- 
tained from the first step. Next, by ob- 
serving any changes in inquiry produc- 
tion from year to year in the same-sized 
ads, we very carefully distinguish any 
long-term trends in productivity of the 
publication itself. From our observa- 
tions we are able to get an approximate 
average trend of productivity through- 
out the years. We can also segregate 
certain years which seem to be unusual, 
such as 1919 and 1920, making correc- 
tions for these disturbing influences. 
The unusual years we throw out com- 
pletely, and the general average trend is 
taken care of by a further modification 
of the figures on inquiries produced 
from each ad. 

Having done this, we gather together 


for the entire period all the modified 
figures which remain in our tabulation 
after these various corrections and fing 
for publication “A” the average inquiry 
production on a full-page ad, a half. 
page ad, and so on for every size which 
has been used in this particular publica. 
tion. We like especially to find adver. 
tisements of odd sizes in between the 
more or less standard sizes such as ful. 
page, half-page, and quarter page, for 
the odd sizes help to fill in the series and 
make a more complete picture. Finally, 
we have the results on magazine “A,” 
showing the average number of inquiries 
received on each size of ad. In order to 
make these results comparable with the 
results which we are going to obtain 
from other publications, we divide the 
average inquiries on each size of ad by 
the average inquiries received on full 
pages. Then we take the size of each 
ad, which was first expressed in number 
of agate lines, and divide this by the 
number of agate lines in a full page. 
The final result is two columns of fig- 
ures, the left-hand column representing 
the size of ad, and the right-hand col- 
umn giving the relative number of in- 
quiries obtained. The size of the full- 
page ad is expressed by the figure 100, 
and the inquiries produced on that ad 
are also expressed by the figure 100. 
The rest of the figures in each column 
are relatives referring to the full-page 
ad as the standard of comparison. For 
instance, the size of a quarter-page ad is 
expressed by the number 25 and the 
number of inquiries produced on this ad 
may be expressed by the number 52, or 
whatever it actually happens to be, as 
compared with the inquiries on the full- 
page ad, which are expressed as 100. 
We have now completed our exam- 
ination of the size factor in publication 
“A,” and proceed similarly with the data 
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which we have concerning our exper- 
‘ence in publication ““B.” In this pub- 
ication we also end with a set of index 
numbers as described for publication 

This process is continued until every 
publication has been analyzed separately 
and an index of its size factor obtained. 


Results 


Again we resort to charts and view 
the results of our work. We chart 
separate lines, one for each publication, 
showing the number of inquiries pro- 
duced for each size of ad in the publica- 
tion. After studying the composite 
chart carefully, we find that there seem 
to be group similarities among the va- 
rious kinds of media. The state farm 
papers seem to be somewhat different 
from the national farm papers, which 
in turn are different from general maga- 
zines. In each of these groups we see 
that the individual publications are 
reasonably close together with their 
chart lines, so that we can feel justified 
in computing an average index for each 


group. This we now proceed to do, de- 


pending more on sketching in a line by 


' eye than on exact mathematical calcula- 


tion. We emerge with three sets of 
index numbers, one for each group of 
publications, and then for practical 
purposes of use more than for any other 
reason, we change the numbers repre- 
senting inquiry production to another 
set of numbers representing advertising 
cost per inquiry. The latter is merely a 
reciprocal of the former, because in 
most publications small sizes of space 
are bought at about the same rate as 
large sizes. Finally, we have three sets 
of index numbers which give the size of 
space and the cost per inquiry, as fol- 


lOWS: 


RELATION OF SIZE OF ADVERTISING SPACE TO 
RESULTING CosT PER INQUIRY 


(Both size and cost om full pages equal 100) 














Relative Cost per Inquiry 
Relative — 
Size of | State | National) General 
Space | Farm Farm | Maga- 
Papers | Papers | zines 
Two Pages 200 Te Ep rere Ap cee rear 
One Page 100 100 100 100 
go 97 93 gi 
80 93 86 82 
70 go 79 73 
60 87 72 04 
Half Page 50 83 65 55 
40 80 58 5° 
30 7° 51 45 
Quarter Page 25 65 48 43 
20 60 44 40 
10 75 37 35 

















In order to give a graphic repre- 
sentation of these relationships, ‘Chart 
B” is reproduced herewith and is self- 
explanatory. 

A little study of the average results in 
the three groups of publications allows 
us to state the general rule concerning 
the relation of the size of an ad to the 
resultant average cost of the inquiries 
produced, in the form of a mathema- 
tical equation: 

y = .6x +- 40 

In this equation “‘y’’ represents the 
relative cost per inquiry, which means 
the space-cost of the advertisement di- 
vided by the total number of inquiries 
produced by the ad, and “‘x” represents 
the relative size of space used. Both 
‘‘y”? and “x” in this equation are ex- 
pressed as relatives in which 100 stands 
both for the size of a full-page ad and 
for the cost per inquiry produced by a 
full-page ad. 

‘ While a mathematical equation may 
seem rather unique in a matter of this 
sort, there is no reason why we should 
not use it, so long as it fulfils the condi- 
tions and all available data fairly well 
agree with it. For practical purposes, 
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however, we use the figures in the fore- 
going table, in preference to the general 
equation, because there is sufficient 
group distinction among the various 
classes of publications to warrant the 
use of three separate indexes. 

The cost per inquiry on a double-page 
spread is shown to be 160 in state farm 
papers, a figure which was put in the 
table before we had used any actual data 
on double-page spreads. The general 
formula (y==.6x-+ 40) was set up 
from a study of all the ads of one page 
or smaller, and the figure 160, repre- 
senting the cost per inquiry on a double- 
page spread, was derived from the 
formula. This was done because we 


had only a few dozen cases where we 
really had used double-page spreads dur- 
ing the period studied, and we did not 
consider the data sufficiently suggestive, 


because 
papers. 


and fractional pages, extends to double- 


they 


represented very few 


Later on, we actually figured 
the cost per inquiry on all of our double- 
page spreads and, on computing the 
average, were surprised to see that the 
resulting figure came near the 160 point. 

If a formula, which has been worked 
out covering the relation between space- 
size and cost of inquiries in full pages 


page spreads as well, then we have 


added basis for belief that the law ex 


presses 


a mathemhtical 


relationship 





vert: 
that 

ment 
insert 
prisir 
or la 
deper 
whict 
the w 
advet 
inqui: 
inser’ 
a ver 
year 

enou 
total 
ment 
early 
the fi 
or 9¢ 
be ol 
the t 
ence 














«hich may actually exist between the 
ze of an ad and the number of inquiries 
10 be expected per square inch. 

An “a rather interesting feature of 
‘hese results in the above table is the 
sharp upturn in inquiry costs to be noted 
‘n the very small-sized ads in state farm 
papers. This exception to the general 
‘rend, which illustrates how a special 
factor can come in and disturb normal 
relationships, was presumably due to the 
fact that these small ads are single- 
column displays, a fact which seriously 
impairs the attention-value of the ad. 
This may not be true with all single- 
space advertising, but it is true with the 
kind of copy which we had been using 


n wider space and then tried to condense 
nto a single column. . 


Lasting Quality 


It is common knowledge among ad- 
yertisers who tabulate results on ads 
that the pulling power of an advertise- 
ment continues after the month of 
insertion of the ad, sometimes for a sur- 
prising length of time. This duration 
r lasting quality of an advertisement 
depends upon the kind of publication in 
which the ad has appeared. In some of 
the women’s magazines, for example, an 
advertisement continues to bring in some 
nquiries for two years after the date of 
nsertion. The latest months yield only 
a very few inquiries, but for at least a 
year the low of inquiries is important 
enough to be a significant factor in the 
total productiveness of the advertise- 
ment. Some publications are discarded 
early by the readers, and in these cases 
the first month’s inquiries comprise 80 % 
or 90% of the total inquiries which will 
be obtained on an ad. Magazines of 

he type that are filed away for refer- 
ence or are passed on to other readers 
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sometimes bring us inquiries for so long 
a time that the number we receive in the 
first month after publication represents 
only 30% or 40% of the total inquiries. 

The object of this phase of our anal- 
ysis was to construct percentage tables 
showing the monthly flow of inquiries 
to be expected as a result of the insertion 
of anad ina givenmonth. These tables 
were in all cases to be carried out for 
twelve months following the month of 
insertion, the number of inquiries re- 
ceived later than that being of too small 
volume to be important. 

After beginning this problem, it did 
not take long to discover that the rate of 
incoming inquiries was entirely different 
for a January ad than for a July ad, for 
instance, and that a separate distribu- 
tion table had to be figured for each 
month of insertion. In other words, 
for every publication we had to make 12 
tables, each showing the inflow of in- 
quiries following the insertion of an ad 
in a certain month. In the case of a 
weekly publication, the distribution de- 
pends also on which week of the month 
is used for insertion of the ad. These 
complications made the analysis quite 
long and necessitated our preparing 
several hundred distribution tables. A 
number of technical difficulties, which 
will be discussed briefly, came up in the 
preparation of these distribution tables. 


Method 


As in the solution of the first two 
factors, the present phase of this anal- 
ysis is also performed separately for 
each publication before any comparisons 
are drawn. In beginning this part of 
the work, we gather together all the 
monthly records of inquiries received on 
each of the advertisements placed i 
magazine “A” during the last six years 
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of our period. As we stated before, our 
original tabulation gives the inquiry 
data for this six-year period by months, 
following the insertion of each ad. 
Taking the entire six-years’ record, we 
group all the ads according to month of 
insertion, adding the total number of in- 
quiries received during January on all 
January ads combined, the number re- 
ceived during February on all January 
ads combined, the number received dur- 
ing March on all January ads combined, 
and so forth until we have the composite 
monthly record of inquiries received on 
all January ads. This gives us a series 
of 12 figures, or rather, 13 figures, for 
we also have inquiries coming in during 
the month preceding the nominal month 
of issue, which in the case of January 
ads is the preceding December. Then 
we convert all these figures on actual 
inquiries into percentages, where 100 
represents the total number of inquiries 
received on all these January ads, and 
the percentage assigned to each month 
represents the number of inquiries re- 
ceived in that month. 

Similarly, we obtain thirteen figures 
on percentage distribution of inquiries 
received on the composite of all Febru- 
ary ads. The same is done for the 
March ads and for each of the other 
months in turn, until we finally have a 
separate distribution table for each 
month in which ads have been run in 
magazine ‘“‘A’’ during any or all of the 
six years. The number of distribution 
tables which we have may be less than 
12, for we may not have ads in all of 
the 12 months. In studying this set of 
distribution tables, we observe that 
there are considerable differences be- 
tween the various series, and in specu- 
lating upon the matter conclude that 
there are two distinct influences brought 
to bear in making each distribution 


table what it is. These two influences 
are both psychological ‘factors gover, 
ing the actions of the people who wri 
to us for catalogs. They are: (1) thy 
length of time which has elapsed sing. 
the publication of the advertisement. 
and (2) the seasonal influence of the 
month in which the letters are written jy 
answer to the ad. There must, there. 
fore, be a normal or average distriby. 
tion, which represents the rate of inflow 
of inquiries as it should be on any ad if 
the 12 months following it were 4) 
average months or, in other words, de. 
void of any seasonal influence. There 
must also be a numerical value assign. 
able to each month, representing the 
state of mind or responsiveness of the 
public concerning its inquiry-writing 
proclivities in respect to the particular 
class of goods which we have to sell. 
This latter seasonal influence is not the 
same numerically as the seasonal factor 
of total inquiry production which was 
discussed and evaluated in a former 
article, for that kind of seasonal factor 
represents not the urge for writing in- 
quiries which exists during the month 
when the advertisement is issued, but 
rather the aggregate productivity of an 
ad issued in a certain month, including 
inquiries which come trailing in for a 
period of a whole year and covering the 
whole range of seasonal circumstances. 

It is, therefore, obvious that in our 
table containing the twelve distribu- 
tions, each one of the percentage figures 
there given is the product of these two 
factors. To take a concrete example: 
On an ad that was issued in March we 
received during the month of June 2.4” 
of the total number of inquiries whic! 
this ad will produce. This number 
(2.4%) must be the resultant of the 
fact that the ad itself is four months old 
and the further fact that it is June when 
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the replies to our ad are being written. 
These two facts are separate things, 
| we must find from the table what 


O Write and 

1) the they are, expressed in numbers. 

d since \Ve return now to the table itself, 
emen which has been described above. The 
of the frst operation is to find a tentative 
itten in “normal” distribution of inquiries by 
there. months following the insertion of an ad, 
striby. and independent of all seasonal consid- 
inflow erations. We do this by rearranging the 
y ad if tables, so that we can add together the 
re all percentages of distribution on ads of all 
ds, de. the months, and averaging them in such 
There 2 way that we shall have the simple aver- 
issign- age of the percentages of inquiries which 
ig the were received during the month pre- 
of the ceding the date of issue; next, the aver- 
iting age of the percentages of inquiries re- 
icular ceived during the month of issue; next, 
) sell, the average of the percentages of in- 
ot the quiries received during the second 
factor month, and so on for the entire series. 
1 was The resulting average distribution, after 
mer being corrected so that it will total 
actor exactly 100, represents the tentative, or 
ig in- preliminary, normal distribution of in- 


nonth 


quiries, segregated from seasonal in- 


fluence. 
Next, we look for a tentative index 
of seasonal influence, and for lack of 


of an 
iding 


‘or a 


anything better to start with, we use the 
B tne seasonal index of total inquiry produc- 
nces. tion which was obtained in the first part 
| Our of this analysis. This series of seasonal 
ribu- figures is not correct for reasons stated 
yures above, nor is the tentative normal dis- 
tw tribution correct, but the problem seems 
iple: to be of such a nature that the most prac- 
n we tical way to solve it is to start with these 
4 /' two approximations and work them to- 
hic gether until by their use we produce 
nber something better. The complexities 


which follow would require too long an 
explanation to be given in full, and we 
merely tabulate the results of segregat- 
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ing the two factors from the material 
available. They are as follows: 


NorMAL DISTRIBUTION OF GENERAL INDEX OF 
INQUIRIES FOR MAGAZINE “A” SEASONAL INFLUENCE 











Preceding Month 1.55 || January..... 225 
Month of Issue 56.25 || February... 199 
Second Month 17.74 || March.... 127 
Third " | 8.19 |] April........ 80 
Fourth “ | 4.79 || May.... 61 
Fifth..... ‘s 3.24 || June.... 52 
Sixth ? 2.22 || July.... 62 
Seventh “ 1.55 || August. . gl 
Eighth “ 1.30 || September 06 
Ninth : 1.05 || October. ... 88 
Tenth % .85 || November 72 
Eleventh “ 70 || December. . 47 
Twelfth “ 57 

Average... 100 
Total Inquiries. ....| 100.00 














The proof of the above evaluations is 
their effectiveness in producing observed 
results. To make such a proof, let us 
assume that we are running an ad of 
standard size in this publication in every 
month of the year. The first ad, let us 
say, appeared in January. In order to 
test out our figures, we shall compute 
the total inquiries to be received on this 
ad during the entire 13 months. In De- 
cember preceding the month of issue, we 
shall receive 1.55 (from normal distri- 
bution of inquiries), multiplied by .47 
(from index of seasonal influence). The 
result is .7.. In January we will receive 
56.25 multiplied by 2.25, or 126.6. So 
we proceed through the thirteen months, 
multiplying the appropriate figure from 
the normal distribution table by the sea- 
sonal influence figure corresponding to 
the month in which the inquiries are to 
be received. Adding up the 13 resulting 
numbers, we get 184. This 184, it is to 
be noted, is the number that we found in 
an earlier part of this analysis to be the 
total inquiry production on a January 
ad. If we then repeat this process for 
an assumed February ad, always multi- 
plying the two factors together to ob- 
tain the relative number of inquiries 
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which we will receive in each of the 13 
months of the life of the ad, we get a 
total of 157. This is the number we 
found before to represent the total in- 
quiry production on a February ad. 
This process can be continued through 
the whole table, and in this manner all 
the numbers representing the total in- 
quiry production for ads of each month 
can be constructed. This is the proof of 
our work, for the 12 numbers represent- 
ing total inquiry production of the ads 
of 12 respective months agree perfectly 
with the 12 seasonal-index numbers ob- 
tained as described in our January 
article. 

Now that we have segregated the two 
influences described just above, we pro- 
ceed to construct a theoretical table of 
what the actual distribution of inquiries 
should be, following the insertion of an 
ad, in each of the 12 months. This is 
easily done from the table which we 
have just described as being made for 
proving the work of segregation of the 
two indexes of normal! distribution and 
season influence, respectively. As was 
just stated, we arrived at 184 for the 
total inquiries on the January ad; and, 
if we divide every figure in this column 
by 184, we get the distribution table for 
a January ad, with the total equal to 
100. This eventually gives us 12 distri- 
bution tables, one for each month’s ad. 
A sample series of 12 tables, obtained in 
this way, is given below. This entire 
work is repeated for every publication 
under study, for the rates of distribu- 
tion are decidedly different on the var- 
ious media and there is no advantage in 
combining them. 

It should be explained here that the 
advantage in constructing these tables 
theoretically instead of making them 
from the averages of simple experience 
figures is twofold: (1) we are able in 
this way to construct complete tables 


for those media in which we have jp. 
complete or no data at all; and (2) thi 
method helps to correct for the influence 
_of accidents and short business cycles, 
Wherever possible, we have compared 
theoretical tables with actual experience 
and find that they correspond closely. 


Results 


As an illustration, there is given in 
the accompanying table one set of 12 
monthly distribution tables applying to 
advertising run in one of the women’s 
magazines. Each figure under each 
month’s ad represents the percentage of 


RELATIVE NUMBER OF INQUIRIES RECEIVED FROM Aps 
RuN IN A CERTAIN WOMEN’S MAGAZINE Durinc 
MoNTH OF IssSUE AND IN EACH OF THE 
FoLLowiInG MonTHSs 


(Total inquiries received on each ad equal 100 























Jan. | Feb. | Mar. Apr. May| Jun 
Ad | Ad | Ad | Ad | Ad | Ad 
Preceding Month .Q| 2.1] 2.6) 2.7] 1.9) 1.5 
Month of Issue. .| 67.0} 69.3} 68.0] 59.2) 52.3) 47 
and Month... .| 18.5] 15.7] 12.9] 13.7| 14.7) 17.9 
3rd Month.....| 6.3} 4.5] 4-5] 5-9} 8.3) 10 
4th Month.....| 2.3] 2.1] 2.5] 4.2] 6.1) 5.6 
sth Month.... 1.0 2.5 6.8 36 3-9 4 
6th Month.... 8] r.1] 1.9] 2.3) 2.8 
7th Month..... 7] 2.0 2:31 2.91 2-0 
8th Month..... 6 7 -— 2. Sa 3 
oth Month.... s 6 8] x.1} 2.8) 2.4 
roth Month.... 41.5] = 6] or.9] 2.0) 1.5 
t1th Month.... ‘a A £8 4.8 fal 
12th Month.... a J a. a ot 4 
Total Inquiries . . | 100.0100. 0} 100.0} 100. 0} 100.0} 100. 
July | Aug. | Sept.} Oct. | Nov.) Dec 
Ad | Ad | Ad | Ad | Ad | \ 
Preceding Month} 1.1] 1.3] 1.7} 1.5} 1-4} ! 
Month of Issu 51.4] 56.7] 53-4] 53.0} 50-3] 4° 
2nd Month. . 19.4] 15.9] 16.7] 16.0) 15.5) 25.4 
3rd Month... 8.2] 7.5] 7.6) 7.6) 14.7) 115 
4th Month.... 5.1] 4.5] 4.6] 9.1) 7-9) 5? 
sth Month.... 3-3] 3-2) 6.5] 5.7) 4-9 2? 
6th Month.... 2.5] 4.4] 4.1] 2.9} 1.8) 12 
7th Month..... 3.61 #.8 2.&l- 3-9 gf °° 
8th Month.....} 2.3) 1.5] 1.0} -7 y| ae 
oth Month..... 6} .9 7 «6 7 °° 
1oth Month.... A § Oo 36 7| 
11th Month.... a ae ee 6 5 
12th Month..... 4 4 < 4 
Total Inquiries. . |100.0}100.0} 100.0} 100.0} 100 + a 
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the total inquiries, to be produced event- 

rally by that ad, which will be received 

po ¢ the specific month stated in the 
n at the extreme left. 


Effect of Frequency 


Aside from the sales value of repeti- 
‘ion in advertising, it is generally as- 
sumed that increasing the frequency of 
ads appearing in an individual publica- 
tion decreases the number of inquiries 
to be obtained from each ad. We rec- 
ognize the fact that the chances of actu- 
ally selling goods to a prospective cus- 
tomer are aided by presenting several 
,dvertising messages to him instead of 
just one isolated message, but in the 
present analysis we are content to deal 
with just one angle of advertising objec- 
tive, which is to interest the prospect 


sufficiently to write to the company for 
information. After that point, it is 
more economical to develop the prospect 
by direct-mail methods than by buying 
advertising space. 

In reaching a conclusion as to the 
effect which frequency of appearance 
exerts on the inquiry-productiveness of 
individual ads, we will state the results 
in general terms rather than set them 
forth as a solution obtained from exact 
statistical analysis. Actually, our con- 
clusion (which is not thereby made less 
reliable) is based on a study of charts 
prepared from data on results. 


Method 


The charts for this study were made 
as follows: Every full-page ad ever 
used in weekly farm papers was tabu- 








Number of Inquiries Received on Full Page Ads 
(Corrected for Seasonal Factor) 
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lated, with the number of resulting in- 
quiries. The number of inquiries on 
each ad was divided by the seasonal fac- 
tor for the month in which it was run, 
giving the corrected number of inquiries 
which would have been received if the 
month had been a real average month, 
with no plus or minus seasonal influence. 
Whenever more than one ad was run in 
a single month, the simple average num- 
ber of inquiries was found for all the 
page ads in that month. This whole 
process was completed for each paper 
separately. In preparing the chart, the 
months and years were marked along 
the horizontal scale. The corrected in- 
quiries were plotted in their proper 
places, the vertical distance representing 
the number of inquiries. The result for 
each paper was a jagged line across the 
chart. At each point in the line, a single 
dot was made to represent a single-page 
ad; a dot with a circle around it repre- 
sented the average of two ads of one 
page, both run in the same month; and 
two concentric circles around a dot rep- 
resented the average of three ads of one 
page each, run in different weeks of the 
same month. On “Chart C” can be 
seen the lines for two of these papers 
for the period 1917 to 1925, inclusive. 

Throughout the period there is a 
mixed scattering of single-issue months 
and multiple-issue months, making a 
fair comparison possible. There are 
many ups and downs in these two curves, 
due to the fluctuating nature of the data 
in this kind of analysis, but it is easily 
apparent that the doubling-up of several 
ads in the same month did not cause 
reduced inquiry production. 


Results 
It is logical to suppose that the more 


frequently we advertise in a given pub- 
lication, the less should be the number of 
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new prospects who will read each ind}. 
vidual advertising message and write 
requests for catalogs. It seems reasop. 
able to believe that when a company ad. 
vertises, say, six times a year in a certain 
magazine for a number of years and 
then suddenly changes to 12 insertions 
year, the latter schedule should not yjelq 
exactly double the inquiries of the 
former. This appears logical because jt 
is evident that every advertisement 
which brings results reduces the number 
of remaining good prospects who haye 
not already written inquiries, except in 
so far as their number is supplemented 
by changes in circulation of the medium. 

We thought that there should be 2 
relationship between frequency of the 
appearance of advertisements and their 
relative individual productivity, but we 
were entirely unable to prove that there 
is such a relationship and much less to 
evaluate it. The only evidence that we 
could find having a bearing on this 
theory was a set of figures showing that 
more inquiries are produced by the first 
few advertisements placed in a medium 
new to us than by later advertisements. 
This tendency appeared, however, only 
in the case of publications which we had 
never used before or in which we had 
not advertised for a number of years. 
This toning-down, or stabilization, of 2 
publication to a more constant produc 
tiveness was very evident but did not 
appear sufficiently important to warrant 
thorough analysis. 

What we wanted to know chiefly was 
what happened in the case of a publics. 
tion which was already being used con- 
sistently and in which we increased or 
decreased the frequency of currently ap- 
pearing advertisements. Our company 
advertises in many state farm papers 
which are published weekly. In some 0! 
these papers it is customary for us to run 
a large ad regularly each month of the 














ANALYZING ADVERTISING RESULTS 




































































Ul- 
Write Relation Between Tota! Amount Spent per Year for Advertising 
ae And Resulting Cost per Inquiry 
‘ASON- ——— 7 . 
ly a | e 
rta — 
5 ar _— 
Ons ; 7 | . 
yiel | | — te 
he | - 29: 
o% | ao 
me 192 averse 
mber | “a 
ha a 
fea 
; | a 
2Hte 7 
nte | 
liun | 
be : ell 
+) 
the 
cv ae €0 70 #0 90 
Relat Ar Of Advertis Average 
her 7 oo — 
3S . . . . . 
- ear. In certain seasons we have in-_ if we should start to advertise in a new 
t} creased this schedule and advertised in medium and use the publication with 
tha several issues of the same month with excessive intensiveness, we should have 
Son the same effectiveness for each ad that a rather rapid downward tendency in 
ion would have been evidenced in the case _ the effectiveness of individual ads placed 
sete of onead runalone in that month. This _ in this publication, and that the rate of 
ouh finding is startling, because it is so differ- this decline in productivity would be ex- 
had ent from what we at first supposed to be__ tremely rapid at the very beginning and 
brad true. After knowing the facts, however, then would gradually level out to a more 
are we can advance a theory for the facts gentle decline, the rate of which would 
of being as they are. Incidentally, this become continually smaller. This de- 
ie theory gives room for much more analy-_ cline in productivity would be counter- 
n sis if one is ambitious enough to carry it acted only by turnover in the subscrip- 
ra through. tion list of the publication and by added 
We referred before to the toning- circulation. It is probable that this de- 
was down or stabilizing of the effectiveness cline actually takes place and that in the 
lica- of advertising presented in a new me- advertising which we have been study- 
. lium. It is quite possible that this ing, the normal rate of decline in pro- 
1 or ondition which has been called “‘stabil- ductivity has grown so small that 
ap- ization’ is in effect not exactly stabiliza- changes in the circulation have com- 
ya tion, but merely a slowing-down in the _ pletely counteracted it. 
rate of decline of productivity, to the Now a moderate increase of fre- 


P int where it is offset by the stimulation 
‘ue to turnover and additions in the 
subscription list. This would imply that 


( 


quency in the appearance of an ad will 
have the effect of only slightly hastening 
the rate of normal decline in the pro- 
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ductivity ot the medium, but if the de- 
cline is already extremely small, this 
increased frequency will not have a very 
great effect. It follows that, if the in- 
creased frequency of advertising is so 
great that the productivity of the pub- 
lication is considerably lowered, then 
this lowered productivity is permanent 
in so far as the present circulation list 
is concerned and can be brought back 
only by turnover and additions to the 
list of subscribers. 

To support these conclusions, we have 
data on a number of publications in 
which we frequently run two or three 
ads in a month, and during the rest of 
the year only one ad per month. From 
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all of these figures covering our particy. 
lar experience it is impossible to find tha: 
the individual ads in the bunched-up 
periods are appreciably less productive 
than the others. The reader is referred 
to “Chart C” for corroboration of this 
statement. 


Intensiveness of Advertising 


Let us assume for a moment that 
there is no such thing as a seasonal fac. 
tor in value of advertising; that all sizes 
of space are of equal productiveness per 
dollar of advertising; that all publica. 
tions are of equal productiveness; and 
that there are no fluctuations in business 
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-onditions. Assuming that all these 
things are constant and that one com- 
pany spends a certain amount of money 
for advertising in one year and then in- 
creases this amount year by year, we 
want to try to ascertain the change in 
the effectiveness per dollar of advertis- 
ing, caused merely by increasing the 
total amount of this company’s adver- 
tising, entirely aside from all other 
causes, such as the company’s being 
obliged to use less profitable media and 
less profitably-sized space and to adver- 
tise in less profitable months. 

We have contrived by the work in our 
company to make an approach to the 
solving of this problem and have even 
presented a solution which, however, we 
do not consider final. The work has not 
been polished to a satisfactory degree, 
but we believe that we have a fairly 
usable approximation of the true rela- 
tion existing between the intensiveness 
of advertising and the productivity per 
unit of advertising. 


I 
’ 


Method 


In our files we have figures for a num- 
ber of years back, showing how many 
inquiries we have received from each 
state in the union. Also, we have figures 
on the total amount spent for advertis- 
ing in each state, which were obtained 
by pro-rating the amount spent in each 
medium over all states in proportion to 
its circulation. From these records we 
have been accustomed to obtain the 
average advertising cost per inquiry in 
each state and have been able to see in 
a general way that there is a relation- 
ship between the intensiveness of adver- 
tising in each state and the resultant 
advertising cost per inquiry. These fig- 
ures are too general, however, for our 
Present purpose in making an exact 
analysis, because the factors of season, 


size of space, and kind of medium, oper- 
ating in an unbalanced way, make the 
comparisons between the various states 
unreliable as the basis for a definite rule. 

We were obliged to make a specific 
test in order to furnish material for this 
analysis, which later we compared with 
the general results just described. The 
specific test was made by counting the 
number of inquiries received in each 
state on four individual advertisements 
in as many representative publications 
during a certain period of time. Then 
we figured the combined circulation of 
those four publications in each state, and 
by dividing we found the number of 
inquiries which we had received from 
each state per 100,000 of combined cir- 
culation. These resulting numbers gave 
us a sort of index of the productiveness 
of the circulation in each state, or, in 
other words, the productiveness of the 
money which we spent for advertising. 
Next, we figured the relative intensive- 
ness of our advertising in each state, by 
dividing the total amount spent for ad- 
vertising in the state by its population. 
The amount spent for advertising was 
figured as stated before, namely, by pro- 
rating the advertising in each publica- 
tion over all the states in proportion to 
circulation. 

We now have two values for each 
state: (1) the relative intensiveness of 
advertising per thousand of population, 
and (2) the relative productiveness of 
our advertising. The reader is referred 
to “Chart E”’, on which we have plotted 
those states in which the- data were not 
disturbed by a certain arbitrary treat- 
ment which is given to some of our in- 
quiries. The distance from left to right 
on the chart represents the intensiveness 
of advertising in each state, and the 
height from the bottom of the chart at 
which the state is plotted represents the 
experienced productiveness of our ad- 
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vertising during this test. The full-line 
curve drawn through this chart repre- 
sents the average tendency indicated by 
the scattered dots and expresses the 
approximate relation of intensiveness of 
advertising to its productiveness. Some 
of the spots representing certain states 
are somewhat removed from the aver- 
age line, but we have explanations for 
these. ‘The variations in some cases are 
caused by things which have to do with 
company policy, and in some cases they 
are due to sectional business conditions. 
As a whole, however, we are satisfied 
with the degree of consistency shown in 
the chart, because the conclusion to be 
drawn from it agrees fairly well with 
the conclusions to be drawn from our 
annual records covering full years. 


Results 


The relationship shown on the chart 
is expressed by the equation: 
150 
+ 1.2) 





gam ag 
x 

in which “‘y” represents the productive- 
ness of advertising expenditure and “x” 
represents the intensiveness of advertis- 
ing. Since this equation is a curve and 
not a straight line, the interrelationship 
of the two factors varies at different 
points in the curve, and we must decide 
which point in the curve to take, for the 
purpose of drawing a conclusion regard- 
ing our advertising as a whole. We do 
this by calculating the intensiveness of 
advertising per thousand of population 
in the United States as a whole and then, 
having selected the proper point on the 
horizontal scale to represent this inten- 
siveness, we draw a vertical line up the 
chart until it intersects the curve, and at 
that point we draw a tangent to the 
curve and find the equation of the tan- 
gent. The tangent is a straight line. 
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Its slope expresses the average relation. 
ship in the United States between the 
intensiveness of our advertising and jts 
productiveness. When translated into 
advertising cost per inquiry, our test 
reveals that the cost per inquiry jp. 
creases 47% as fast as the increase ip 
the intensiveness of advertising. |p 
other words, for each 10% increase iy 
intensiveness of advertising, there is 
4.77% increase in cost per inquiry. 


Secular External Factors 


In the last few years, we have ob- 
served what appears to be a steady trend 
toward higher inquiry cost. from year to 
year. We realize that we have been 
doing a number of things which in them. 
selves cause higher advertising costs per 
inquiry, but after making allowances for 
all of these factors there still remains a 
residual rising cost, apparently due to 
external factors. 

We have found that if we increase the 
size of each ad, we raise the cost per 
resultant inquiry. If we increase the ad- 
vertising in the less profitable months 
we raise inquiry cost. The use of less 
productive media has the same effect. 
Increasing the total volume of advertis- 
ing raises the average cost per inquiry. 

We have taken all of the advertising 
placed by our company and have cor- 
rected it for all of these factors which 
are controllable by voluntary actions, 
and yet the corrected or normal adver- 
tising cost of procuring inquiries is tray- 
eling in a definitely upward direction. 
Before trying to evaluate this externa! 
factor we speculated on the specific ex 
ternal causes for this trend. 

The first thing that came to our minds 
as a possible cause was the tremendous 
increase in all kinds of advertising, espe 
cially since the war. In recent years, the 
total amount of advertising in this cour 
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. has shown astounding increases. 
This applies not only to publication ad- 
vertising but to many other kinds of 
bli city as well. The period of pros- 
rity y which culminated in 1920 was one 
ch demand usually exceeded pro- 
ction. With the end of the inflation 
» the beginning of 1920, it was sud- 
nly discovered that the industrial and 
commercial facilities of the United 
States were greatly over-expanded and 
that the actual amount of consumption 
experienced in normal times was not 
early enough to provide business profits 
for all who were engaged in trade or 
manufacture. After 1921, most enter- 
prises which had sufficient resources to 
do so began intensive campaigns for 
business. Many millions were 
spent for increases in advertising appro- 
tions. Many business men were 
mplaining about low profits, which 
seemed to be due to the fact that al- 
ough there was a large physical vol- 
ume of business, there were too many 
concerns fighting for their share. Hence 
they bought more advertising to in- 
crease volume. Periodicals had to add 
to the size of their publications. What 
ere formerly modest magazines are 
w large encyclopedias of all the kinds 
of merchandise which are being offered 
forsale. To find a particular ad in one 
f today’s enlarged magazines requires 
patience and endurance, unless one 
knows the name of the company and 
n look it up in the classified directory 
which some magazines carry; and to run 
ross the ad without looking for it re- 
res the most fortuitous circum- 
. A prospective consumer may 
d€ very much interested in a certain 
article which is advertised regularly in 
Lis ite ss magazine and yet he may 
r happen to see the advertisement 
M f this article. The advertisements of 
n individual concern become more and 


err 


Will 


stances. 


more buried, with no compensating ad- 
vantages, since additional circulation is 
almost always charged for in increased 
rates. These circumstances can not fail 
to reduce the effectiveness of the adver- 
tising of an individual concern. 

Another factor which affects our com- 
pany in particular is the increased gen- 
eral use of inquiry coupons by other ad- 
vertisers. Years ago, the ad with a 
coupon to clip was an exception, and a 
prospect interested in a certain article 
would jump at the opportunity to get 
something free. Now the thrill is al- 
most gone, because nearly everybody is 
running coupons in ads. ‘The decrease 
of interest in coupons no doubt holds 
back not only the curious and worthless 
prospects, but good ones as well. No 
matter how good a prospect may be, if 
there is something in the back of his 
head decreasing his interest in coupons 
in general, then it is just that much less 
likely that he will clip a coupon, even to 
get information concerning an article in 
which he is much interested. 

Another important factor in the ex- 
ternal trend which we are discussing is 
the amazing change which has taken 
place in recent years in the manner in 
which people spend their spare time. 
The reading of advertisements is meet- 
ing with greatly increased competition 
from the many amusements in which the 
prospective buyer indulges. Nowadays 
there are so many diversions competing 
for attention that the average person 
has much less time for reading than he 
had several years ago. Serious and 
rapid inroads upon the public’s spare 
time have been made in the last few 
years by the increased popularity of 
radio, automobiles, golf, movies, bridge, 
and other amusements. So far as the 
farmer is concerned, not long ago he sat 
back of the stove nearly every evening 
in the winter, with nothing more inter- 
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esting to do than read farm papers; now 
he hardly knows which of his many pos- 
sible diversions to choose. 

The last factor which suggested itself 
to us will no doubt meet with emphatic 
protest from most magazine circulation 
managers, but it may nevertheless be of 
importance. Among periodicals there 
has been and is now a tremendous race 
for circulation. Some of them have 
applied the forced draft and in their 
strenuous efforts to increase their sales 
they have probably brought a lower 
grade of prospects into their circulation 
list. We have no proof of this decline 
in quality of circulation, but we do know 
that publishers have been trying much 
harder to distribute their publications 
than they formerly did, and it seems 
logical that this must result in getting 
them into the hands of people who are 
less interested in reading them. Since 
the additional circulation almost always 
causes at least a proportional increase in 
advertising rates, this circumstance, if it 
is true, will naturally cause increased 
advertising costs per inquiry. 

The four possible causes suggested 
above might be supplemented by others 
which also help to reduce the year-by- 
year effectiveness of publication adver- 
tising or, what amounts to the same 
thing, increase the advertising cost per 
inquiry. 


Method 


The valuation of the external factors 
in rising inquiry costs is merely a matter 
of correcting the inquiry figures on each 
ad for all the other known factors, and 
then assuming that the residual trend is 
caused by external factors. In the five 
phases in this advertising analysis which 
have been completed so far, we have 
defined numerically only three factors 
which need to be used in correcting the 
total production of inquiries on each 


individual ad, namely: seasonal factor. 
size of space, and intensiveness of adver. 
tising. In performing this last part of 
our analysis, we make the corrections 
for the space-size and seasonal factors, 
by dividing by the numbers taken from 
our tables. In correcting for intensive. 
ness of advertising, we use for each year 
a figure representing the influence which 
the actual intensiveness of our advyertis. 
ing for that year should normally have 
upon the number of inquiries produced 
by each ad in the year. Then to make 
a correction for the fact that we were 
using a number of different media in 
which cost per inquiry normally varied a 
great deal anyway, we divide the inquiry 
numbers for each medium by another 
divisor which represents the normal 
comparative productiveness of advertis. 
ing in that specific medium. 


Results 


After we have completed all these 
corrections, we arrive at the grand aver- 
age corrected cost per inquiry for each 
year simply by dividing the total number 
of corrected inquiries by the money 
spent for advertising in a year. The 
trend through the six years shows 4 
fairly steady increase in cost per inquiry 
averaging 4.6% per year. This resid: 
ual increase in inquiry costs, or the 
annual reduction in effectiveness of ad- 
vertising, we charge against the above: 
described secular external factors. 


Conclusion 


The numerical results obtained from 
the analysis described in this and the 
preceding article are not submitted as 4 
final solution of these factors in adver- 


tising effectiveness, for the work is im- 


perfect and requires further refinement 
In the writer’s estimation, the value of 
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nvestigation is primarily in the 


nonstration that reasonably accurate 


vu 


WwW 


lice of some of the factors in- 


ICUs. 


ing advertising results is possible 


attainment, by means of methods 


similar to those we have used, and sec- 
ondarily, in the approximate evaluation 
of the above six factors as they have 
influenced the effectiveness of the adver- 
tising of an individual company. 
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THE material in the Department of the Re- 
view presented by the Student Editorial 
Board is chosen with regard to its interest to 
business executives and to the possibility of 
utilizing most effectively the resources at the 
command of the members of the Board. 
The first Department, “Summaries of Busi- 
ness Research,” comprises summaries of the 
results of the investigation of various busi- 
ness subjects. “Case Studies in Business,” 
the second of these Departments, was sug- 
gested by one of the outstanding character- 
istics of the Graduate School of Business Ad- 
ministration, the case method of teaching. 
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Case studies are based upon the actual ex- 
periences of business concerns; to avoid dis- 
closure of confidential material, however, it 
is necessary to disguise the names of the con- 
cerns. The third department, “Legal Devel- 
opments Significant in Business,” has been 
added to permit a survey of the steps which 
are now being taken and which possibly 
should be taken in the future by courts and 
legislative bodies to improve the quality of 
the service that law can offer to business. 
The last Department contains critical re- 
views and short descriptions of new books 
of interest to business men. 
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ESTATE AND INHERITANCE TAXATION OF 
CORPORATE SECURITIES 


been written in the last few 
years about “death duties’’ ob- 

ously has come from men whose busi- 
ss is the offering of some particular 
such as trust service or insur- 
nce. Little has been written from the 
view-point of the investor. These duties, 
mposed both by the Federal Govern- 
and by forty-five of the states, 
merit careful consideration by individual 
vestors and their advisers. Conse- 
quently, this article has been written in 
order to bring before the investor the 
following points: (1) The importance 
f giving consideration to these taxes, 


~ 


\ UCH of the material which has 


ry Pe 
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the status and trend of the law and 
legal interpretation thereof in non-legal 
terms, and (3) the proper and legal 
methods of tax reduction. 

Since the laws have been in such a 
state of flux that even those interested 
have been unable to keep up with them, 

brief introduction may be valuable. 
Iwo substantially different forms of tax 
ire considered here; namely, estate 
taxes and inheritance taxes. An estate 
tax is assessed upon the estate as a whole 
atter certain statutory deductions, with- 
out regard to the relationship of the 
legatees or heirs. Our present Federal 
tax is an estate tax. An inheritance tax, 
as considered here, is a tax based upon 
the right to transfer property by, or to 
receive property from, the estate of the 
decedent. This latter form of tax is 
graduated according to the amount of 
the inheritance and with respect to the 
degree of relationship of the beneficiary 
to the decedent. The states generally 


levy an inheritance tax, although some 
of the state taxes are known as estate 
taxes. Since the passage of the Federal 
Revenue Act of 1926, many states have 
adopted, in addition to their inheritance 
tax, an estate tax amounting to the dif- 
ference between the sum total of the 
inheritance taxes due and payable and 
80% of the Federal estate tax levied on 
the estate. 


, 


Importance of “Death Duties’ 


Any man who is interested in keeping 
intact an estate which he has built up 
by years of hard work and saving 
should consider these taxes because: 

1. The taxes are large and probably 
will tend to increase. This appears 
likely, due to the increasing state gov- 
ernment expenditures and the ease of 
collection of the tax. Even though the 
Federal estate tax has been reduced con- 
siderably, the states have been increas- 
ing their rates by an amount roughly 
equal to this reduction. This is illus- 
trated by the increases in state tax rates 
after the 1926 reduction in the Federal 
taxes'. The adoption of estate taxes by 
the states to take up any difference be- 
tween the state inheritance tax and the 
80% Federal deduction also shows the 
same trend. Should the Federal tax be 
removed, it is probable that the states 
would increase their rates. 


1 New Jersey inheritance tax rates on Class “A” 
Beneficiaries (Husband, Wife, Child, Lineal De- 
scendant, Adopted Child, Issue Thereof). A 
$5,000 exemption was given in 1925 and has not 


been changed. (Continued on next page) 
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2. It is possible for a man to reduce, 
or eliminate to a considerable extent, the 
taxes which his estate will be compelled 
to pay. 

3. The necessity for obtaining money 
quickly to pay taxes may cause consid- 
erable shrinkage in the value of an 
estate. 

4. Although there has been an appre- 
ciable growth in reciprocal legislation, 
frequently several states will levy taxes 
upon the same property. 

5. The difficulties, inconveniences, de- 
lays, and losses incurred in transferring 
property, tangible or intangible, are 
great. The more diversified a deced- 
ent’s holdings the greater is the diff- 
culty. The effect upon the small estate 
is often more important than upon a 
large one. The holdings in any one 
state may be small, but the necessity re- 
mains of going through all the procedure 
even when it is obvious that no tax is due. 

A few illustrations may serve to clar- 
ify the above. In 1923, of the property 
held by 13,013 decedents whose estates 
were reported to the Federal Govern- 
ment, 4614 % was in the form of stocks 
and bonds. The large number of securi- 
ties floated recently, the increasing num- 
ber of stock and bond transactions, and 
the tendency of wealthy owners of close 
corporations to sell them out to the pub- 
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The rates for the other “classes” also increased 
materially. 


lic would indicate that at the presen 
time the 46% figure is probably consid. 
erably below the actual percentage. 

A good illustration of the extent of 
these taxes is found in the report of the 
settlement in 1923 of the estate of , 
wealthy Bostonian. He left an estate 
of $3,000,000, of which $1,500,000 was 
in real estate and personal property in 
Massachusetts, including stocks and 
bonds of Massachusetts corporations, 
and $1,500,000 consisted of stocks and 
bonds of corporations organized under 
the laws of other states. All this prop. 
erty passed to his only brother. The 
Federal Government imposed a tax of 
approximately 10%, Massachusetts one 
of 11%, and seventeen other states 
taxes of 2%. His estate, therefore, had 
to pay out approximately $700,000 
within a year of his death, although the 
actual cash left was only $50,000. The 
cash obligation would be increased con- 
siderably if the expenses of administra- 
tion (probably 3%) were added. 


Another example of great shrinkage 
may be found in the report of the set- 
tlement of the estate of a Connecticut 
man involving about $34,000,000, 4 
large part of which was tied up in enter- 
prises which at the time were not doing 
well. He had invested heavily in a 
power company which had a franchise 
to manufacture power, but which had an 
uncompleted power plant requiring the 
additional expenditure of $1,500,000. 
He had contracted to build a house cost: 
ing approximately $1,000,000. He had 
a large investment in an electric railway 
which was losing money. He also had 
invested a large sum in an enterprise 
which was not making money at the time 
of his death, but which eventually might 
prove very profitable. Furthermore, he 
owed about $5,000,000 to banks. The 
taxes had to be paid, and executors had 
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to raise $15,000,000 in cash in a short 
time. To accomplish this it was neces- 
sary to borrow, and to sell securities and 
the franchise to manufacture power. 
Furthermore, the electric railway was 
forced into receivership. 

It is reported that the estate of the 
late Frank W. Woolworth had to pay 
taxes of between $8,000,000 and 
$9,000,000. In order to raise the 
money to pay them, his executors were 
compelled to mortgage his office build- 
ing, sell his Fifth Avenue home and sev- 
eral other buildings, and retire an issue 
of preferred stock of which he held 
$2,000,000. 

The recent note issue of the Estate of 
Henry E. Huntington is a good example 
of the absolute necessity for adopting 
some means of providing sufficient cash 
with which to pay taxes. Huntington’s 
estate, containing approximately $42,- 
000,000, required $9,000,000 for taxes, 
administrative expenses, et cetera, and 
was forced to issue 6% 5-year notes. 
Had a similar step been taken in the 
case of the Connecticut millionaire, a 
large percentage of the loss might have 
been prevented. The time allowed for 
payment of these taxes is rather short 
and, in cases where it is necessary to sell 
large blocks of securities upon a declin- 
ing or a “bear” market or of a company 
in which the deceased was a dominant 
factor, heavy losses usually are sus- 
tained. 

Multiple taxation of securities has 
been greatly reduced in the past four 
years. Laws have been passed in many 
states providing for exempting from 
taxation the transfer of the securities 
of domestic corporations owned by non- 
resident decedents. This privilege de- 
pends upon the extension of a similar 
exemption or privilege by the state of 
the decedent’s residence. These so- 


called reciprocal laws have been passed 
by 12 states*. Seven states* do not tax 
intangibles of non-resident decedents, 
and three states* and the District of Co- 
lumbia have no inheritance tax. How- 
ever, it can be seen that, while the extent 
of multiple taxation has been reduced, a 
resident of a reciprocal state can be 
taxed upon securities of corporations in- 
corporated in 27 of the 49 states, includ- 
ing the District of Columbia. A de- 
cedent, who lives in one of the 27 states 
just mentioned, can be taxed in 39 states. 


Multiplicity of taxation affects the 
small as well as the large estate. The 
securities of the New York Central 
present a good example of the complex- 
ity and the extent of this multiple taxa- 
tion. If the decedent holds a share of 
the New York Central, his estate will 
probably have to pay taxes on this same 
stock to the Federal Government, if his 
entire estate is over $100,000 in value; 
to the state of his residence; and to the 
states in which that company is incor- 
porated, viz., New York, Pennsylvania, 
Ohio, Illinois, Indiana, and Michigan. 
In other words, taxes on the same prop- 
erty may be involved in six, seven, or 
eight jurisdictions. 

Recently an estate had to transfer 
some stock of a railroad company. This 
company was incorporated in Maryland 
and Pennsylvania and had a transfer 
office in New York. Although the mar- 
ket value of the company’s stock was not 
more than $100, and although the tax 
liability was less than $1.00, it was 
necessary for the estate to prepare and 
file the following material: three copies 


2 California, Connecticut, Georgia, Illinois, 
Maine, Maryland, New Hampshire, New York, 
Ohio, Oregon, Pennsylvania, and Virginia. 

8 Colorado, Delaware, Massachusetts, New Jer- 
sey, Rhode Island, Tennessee, and Vermont. 


* Alabama, Florida, and Nevada. 
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of the will, two of which had to be cer- 
tified; three certified copies of the letters 
testamentary; two applications under 
oath for appraisal; six schedules setting 
forth assets and liabilities; a copy of the 
petition for letters; a copy of the ex- 
ecutor’s bond; an order of the court; a 
resolution of the board of directors of 
the corporate executor; evidence of the 
payment of transfer taxes; an afhdavit 
of no indebtedness in Pennsylvania; a 
Pennsylvania short certificate; a New 
York inheritance-tax waiver; and a 
Pennsylvania inheritance-tax waiver. 
When the costs and the time and labor 
of the executor are considered, it is ex- 
ceedingly doubtful that the value of the 
stock justified the trouble and expense 
of transfer. 

The incorporation of most of the 
large companies in the states which do 
not tax non-resident decedent’s holdings 
of securities or in states which have 
passed reciprocal laws, has greatly re- 
duced the extent of this multiple taxa- 
tion. However, it is still of importance 
and is still a cause of great inconveni- 
ence, delay, and frequent losses. Be- 
cause of the difficulty of securing the 
right to transfer the securities held, 
many estates can not be liquidated for a 
long time. Often large losses are 
caused by this delay. 


Status and Trend of the Law 


The Federal estate tax is applicable 
to the estates of United States residents 
exceeding $100,000. The tax upon the 
first $50,000 is at the rate of 1% and 
increases to the rate of 20% on that 
part of estates exceeding $10,000,000. 

Under the Federal Revenue Act of 
1926, gifts in excess of $5,000 made 
after February 26, 1926 and within two 
years prior to death shall be deemed to 


have been made in contemplation oj 
death and any excess over that sum 
given to any one beneficiary is subject 
to the Federal estate tax, unless the pre. 
sumption can be disproved. 


The Federal law allows a credit 
against the gross Federal estate ta, 
amounting to the total of all inheritance 
taxes paid to any state or territory, such 
credit not to exceed 80% of the Fed. 
eral tax. 

The Federal return must be filed jn 
duplicate within one year after the date 
of death. The Collector of Interna! 
Revenue may grant an extension of 
time for filing the return not to exceed 
six months from the due date. Under 
certain conditions, the Commissioner 
may grant an extension of time for pay- 
ment of the tax for a period not exceed- 
ing five years from the due date. In 
such cases, interest is computed at the 
rate of 6% per annum beginning 18 
months from the date of death. 

State inheritance-tax rates and ex- 
emptions are based upon the degree of 
relationship of the beneficiary with or 
to the deceased. Beneficiaries are in 
general classed into three groups: (1) 
Father, mother, wife, husband, lineal 
ancestors, and descendants, (2) broth. 
ers and sisters, and (3) other taxable 
beneficiaries. 

Inheritance taxes are imposed by all 
states except Alabama, Florida, Nevada, 
and the District of Columbia upon the 
estates of persons who have died while 
resident in their respective states, leav- 
ing real or personal property. The four 
given above and Colorado, Delawar:, 
Massachusetts, New Jersey, Rhode 
Island, Tennessee®, and Vermont do not 
tax the intangibles of non-resident de- 


5 Tennessee taxes the intangibles of non-resident 
decedents whose state of domicile does not have 
an inheritance tax. 
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tents. | Reciprocal inheritance-tax 
jie have been passed by the states of 
fornia, Connecticut, Georgia, IIli- 

Maine®, Maryland, New Hamp- 
chire. New York’, Ohio, Oregon, Penn- 
cvlyania, and Virginia®. A reciprocal 
“heritance-tax law is a law providing 
- the exemption from taxation of the 
‘ntangibles of non-resident decedents if 
he decedent’s state of residence grants 
, similar immunity or exemption. 

[he provisions of the state inherit- 
nee-tax laws vary so greatly that a de- 
tailed discussion of them is impractica- 
ble’. However, the importance of these 
taxes to the investor has been shown. 
Hence an individual should carefully 
study the laws of his own state and of 


the other states in which he holds prop- 


iS, 


Three distinct trends in estate- and 
nheritance-tax law are evident. In the 
first place, there is a great deal of agita- 
tion for the repeal of the Federal estate 
tax. The Federal tax is being reduced 
and is likely to be totally eliminated. 
In the second place, state inheritance-tax 
es are being increased. This is ex- 
emplified by the increases in 1926. They 

likely to be further increased with 
ny reduction in the Federal tax due to 


+ 


’ Effective July 1, 1928. 
"By Chapter 330 of the Laws of 1928, signed 
March 12, 1928, retroactive to July 1, 1925. 
1929. 
\ few generalizations of value to the investor 
be made, as follows: 
Life insurance payable to an estate is included 
vith other assets for all tax purposes. Insurance 
xcess of $40,000 taken out by a decedent upon 
wn life and payable to a named beneficiary is 
red by the Federal Government to be included 
The states vary greatly in 
practice regarding life insurance, although 
¢ follow the Federal Government’s practice. 
nds, registered or coupon, of corporations or- 


Effective January 1, 


the estate assets. 


anized within the state and owned by non-resident 


‘ents are taxable by a large number of states, 
led that the securities are physically located 


335 


increasing state expenditures and the 
ease of collection of this tax. In the 
third place, the passage of reciprocal 
laws by more states is evidenced by the 
continual additions to the list. Un- 
doubtedly this tendency will continue. 


Methods of Tax Reduction 


There are several proper methods by 
which a man legally and legitimately 
can reduce his contingent liability for 
estate and inheritance taxes. A brief 
description of these methods follows. 


1. A wealthy individual approaching 
old age can give away such a portion of 
the estate as is not likely to be needed 
for personal expenses. Such a gift 
would have to be outright or in the form 
of an irrevocable trust. It would have 
to be made from two to six years before 
death in order to avoid the presumption 
by the courts that it was a gift in con- 
templation of death. If the tax is to 
be avoided, the estate must disprove this 
presumption. The health of the testa- 
tor at the time of the gift is of great im- 
portance. The necessity that the trans- 
fer be an absolute deeding can not be 
over-emphasized. If the grantor re- 
serves the right to revoke or alter the 


within the state. Many states tax registered bonds 
located outside the state but do not tax coupon 
bonds because of the difficulty of ascertaining the 
ownership of such bonds. A large proportion of 
the states even impose a tax upon the transfer of 
their own state or municipal bonds owned by non- 
resident decedents. 

A number of states have taxed or attempted to 
tax the transfer of a non-resident decedent’s stock 
in foreign corporations owning property or doing 
business in the state. In every case that has come 
before a high court this has been held unconstitu- 
tional. 

There are a number of states, including New 
York, which tax any domestic-corporation’s securi- 
ties physically located within the state. 

Several states allow the Federal estate tax to be 
deducted before computing the state tax. 

(Continued on next page) 
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trust, to vote on stock, or if the trustee 
has not been given power to sell the se- 
curity, the transfer is taxable’. Sev- 
eral of the richest men in the country 
have given away large portions of their 
estates in order to escape these taxes. 


2. The creation of a living trust pre- 
sents a good opportunity to defer the 
“death duties” during the span of life 
of the recipients. The recipients must 
he living at the time of the creation of 
the trust. The money is given to a 
trustee to be held and used for the bene- 
fit of those to be benefited. It is not 
given to the beneficiaries. The very 
person creating the trust can make him- 
self trustee. A trust can be made for 
the benefit of several persons during 
their lives. While the income is given 
to the beneficiaries, the property itself 
is not. Thus the inheritance taxes are 
definitely eliminated during the lives of 
the beneficiaries. To illustrate: A dur- 
ing his life can put property in trust, the 
income to go to B for life, and then to 
C for life, and on C’s death, the entire 
property to go to D. There is no in- 
heritance tax imposed until D receives 
the property, yet the full benefit of the 
property passes from A to B to C to D. 
In this way the Federal estate tax and 
the state inheritance taxes can be 
avoided without splitting or dissipating 
the estate. . 

3. A possibility which has been over- 
emphasized exists in a change in domi- 
cile, if one lives in a state imposing an 





Inheritance taxes paid to other states upon in- 
tangibles are deductible before computing the tax 
in the state of residence. 

In most states legacies to non-resident charities 
are taxable. 

Insurance payable to a named beneficiary is not 
taxable in most states. 

Assets transferred under power of appointment 
are generally taxable. 

About one-half the states give full exemption 
(the same that is given residents) to non-resident 


inheritance tax. One might move t 
Alabama, Florida, Nevada, or the Djs. 
trict of Columbia and thereby reduce the 
gross tax somewhat, although under th. 
present Federal estate tax with its 80%, 
deduction for state taxes paid, the state 
tax is not relatively such a great burden 
upon large estates. For small estates, 
under the $100,000 exemption from the 
Federal estate tax, this advantage would 
be much greater. However, it is these 
people who are least able to move about 
the country in search of tax-free states, 
It is likely that the Federal estate tay 
will be repealed and the state taxes wil! 
increase, thus making it more adyan. 
tageous in the future for people to 
change their domicile to reduce taxes, 
However, it is not easy for a man still 
actively engaged in business to change 
his domicile. As long as a man still 
spends a large part of his time, has his 
employment, and receives a salary in an- 
other state, it is very hard to prove don- 
icile in Florida, or one of the other tax- 
free states, even though he votes, main- 
tains a home, pays taxes, and spends 
some time there every year. 

4. A man with widely-diversified 
holdings might find it desirable to form 
a holding company to take title to the 
securities. At his death the bulk of his 
estate would be represented by the 
shares of this one company, which he 
would have incorporated either in his 
own state or in some such state as Dela- 
ware which does not tax the intangibles 


estates and about one-half apportion the exemptio0. 

10 Avoidance of these taxes by putting securitits 
in the joint control of two parties so that either 
possesses power to transfer has been frustrated 4 
being in contemplation of death. However, a stock 
holder’s agreement, to hold stock intact for delivery 
to other stockholders at par at their option upo0 
his discontinuance of connection with the corpora 
tion or upon his death, has been held not a transfer 
in contemplation of death in at least one jurisdictio® 
(New York) and so is not taxable. 
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held by non-resident decedents. If he 
should keep the securities in the state 
of his domicile, he would thus avoid mul- 

iple taxation and a great deal of the in- 
convenience and delay often encountered 
by an estate with diversified holdings. 
Furthermore, if the decedent lived ina 
state which itself imposed no inheritance 
tax, he would have eliminated the in- 
heritance tax entirely. He would, how- 
ever, still have his estate tax to pay. 
This device, moreover, is likely to prove 
expensive and impracticable for the 
small estate. For the large estate the 
presumption is that the increased cur- 
rent income taxes, caused by the double 
taxation of the income under the surtax 
provisions, would make it unprofitable. 


5. A wise investor could so select his 
securities as to avoid practically all mul- 
tiple taxation if he lived in a state hav- 
ing no inheritance tax, exempting in- 
tangibles of non-resident decedents, or 
granting reciprocity. Even a man liv- 
ing in one of the other states could 
greatly reduce, if not entirely eliminate, 
multiple taxation by selecting securities 
of corporations incorporated in the 
states which do not tax the intangibles 
of oe decedents. 


Many men avoid the shrinkage in 
wd likely to occur because of forced 
liquidation by providing for sufficient 
cash to pay their debts, administration 
expenses, and taxes. Insurance might 
be taken out payable to the estate for 
this purpose, and, although insurance 
above $40,000 is taxable by the Federal 
Government and most of the states, the 
saving in shrinkage might easily more 
than cover the premiums and any in- 
creased tax. 

Another very practicable method 
of rode the shrinkage and the taxes 
is to appoint an executor who knows 
what has been done and what can be 


done, instead of some friend or relative 
who in most cases knows nothing about 
settling an estate or about the various 
tax laws. 

A man might further reduce his tax 
liability by: 

8. Depositing the stock certificates 
and bonds in a safe-deposit box in his 
own state. 

g. Having bonds in bearer or coupon 
form so as to avoid the requirement of 
transfer waivers as well as to reduce 
taxes. 

10. Making insurance payable to a 
named beneficiary rather than to the 
estate in the case of a small estate. A 
$40,000 extra exemption is allowed in 
this case upon the Federal tax. A num- 
ber of states have similar provisions. 

1. Providing a legacy for the exec- 
utor in lieu of his commission, when he 
would normally receive a legacy even if 
he were not executor. However, some 
states tax the excess of the legacy over 
the would-be commission. 


Conclusion 


As in any other phase of investments, 
thorough knowledge of the facts and 
continual study of the ever-changing tax 
laws are essential. The status and in- 
terpretation of the tax laws are contin- 
ually changing. In order to avoid un- 
necessary and multiple taxation, it is 
necessary to keep in close touch with the 
laws of the state of residence and of the 
various states in whose corporations se- 
curities are held. Just as in any busi- 
ness demands for cash must be antici- 
pated, so the demands placed upon the 
estate for liquid funds at death must be 
foreseen. A yearly analysis of a prop- 
erty-owner’s holdings and of his will in 
the light of the tax laws should not only 
prove practicable but might well lead to 
a saving and a reduction in the incon- 
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venience, delay, and losses caused by the 
necessity of transferring the property. 

Estate and inheritance taxes are im- 
portant. One of moderate means, as 
well as one of great wealth, may save 
considerable inconvenience and delay, 
reduce unnecessary losses, and eliminate 


a vast amount of needless taxes by giy 
ing due consideration to these problem: 
It is absurd for one, who has raised him. 
self and his family by careful industy, 
and investment to a high degree of cop, 
fort, to neglect the effects of “dear 
duties”’. 


——— 


AN INTRODUCTION TO A STATISTICAL 
STUDY OF BOND YIELDS' 


PRELIMINARY investigation of 
the movement of bond yields dur- 
ing the ten years prior to the maturity 
of the bonds shows that there is a best 
time to buy bonds—that large investors, 
banks and insurance companies may 
profit by synchronizing their sales and 
purchases with the movements in yields. 
About nine years before maturity the 
yield on the average bond starts to move 
upward, i. e., the price moves down- 
ward and continues to do so until about 
five and one-half or five years before 
maturity. At that time a downward 
trend in yield, i. e., an upward trend in 
price, begins and persists until the bond 
is less than two years from its maturity 
date. This movement is not dependent 
upon the trend of bond prices during 
the period and is in addition to it. As 
will be pointed out below, the influence 
of trend was eliminated by statistical 
methods. 

In the field of corporation finance, 
as in numerous other fields of study, 
there have grown up certain hypotheses 
which gradually have been accepted, 
although the quantitative proof of their 
correctness has neither been given nor, 
seemingly, demanded. The following 
study is an attempt to measure quan- 
titatively one such hypothesis. This 
study will, furthermore, illustrate the 
value of the use of statistical methods 


in the formulation of sound principle 
of finance and will demonstrate the 
practical application of tabulating ma. 
chinery to finance-research problems. 
As is often the case in finance, there 
seems to be no unanimous agreement 
among bankers or students of the sub. 
ject as to just what constitutes a short. 
term bond. Numerous banks believe 
that a bond should be within three years 
of maturity before it partakes of the 
nature of a short-term security. Others 
designate five years as marking the d:- 
vision point, while Professor Dewing 
of Harvard classifies as ‘short-term’ 
all those bonds whose maturity date 's 
less than ten years distant. In making 
this study, therefore, it was hoped that 
the movement of the yields during 
ten years before maturity would throw 
some light upon the subject, since yields 
are determined by prices, while prices 
in turn, fluctuate according to the rels- 
tion between the supply of and the de 
mand for the given securities. The com 
posite opinion of investors, as to when 4 
bond may be considered a short-term s¢ 
curity, should be reflected in an increas¢¢ 
demand for this security, because many 


investors and institutions want short 





1Adapted from a thesis by Charles D. stor! 


submitted in the course in Statistical Research © 
the Harvard Graduate School of Business Adminis 


tration, June, 1928. 
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Method 


[he first step consisted in securing 

t of bonds with which to work. It 

ded to limit the scope of this 

gation to high-grade public utility 

ls. Accordingly, a random selec- 

200 such bonds, rated by Moody 

er Aaa or Aa, was made. Utili- 

ties in all sections of the United States 

represented. In order to have the 

to date and also to cover a 

that should illustrate the fluc- 

ns in the yields that it was desired 

study, the seven-year interval begin- 
ng January I, 1921, was taken. 

[he next step consisted in listing the 

of each of the 200 bonds by 

ths for the seven-year period. The 

ls to maturity, corresponding to 

price, were computed,® and cards 

-use in the machine-tabulation work 

punched. 

rhe various items of information for 

id necessary to the study—such 

$ coupon rate, price, yield to maturity, 

of price and yield, number of 

s to maturity—were each given 

key number, and this number was 

nched in its proper row and column 

card. The cards were then ready 

run through the machines for 

and tabulation in any combina- 

lesired. Cards for 116 bonds 


[he cards were sorted by machine 
ling to the number of months to 
Those bonds whose maturity 

s were distant 10 or more years 
nis were resorted so that all yields for each 


+ 


f the period studied, 1921-27, 
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were grouped together. This gave, of 
course, 84 groups of long-term bond 
yields. The point ten years from ma- 
turity date was taken to represent an 
arbitrary division between long-term 
bonds and those short-term bonds whose 
yield characteristics as they approached 
their maturity dates were to be studied. 

The interquartile average of each of 
the 84 groups of long-term yields was 
secured and used to represent the trend 
of interest rates through the seven-year 
period studied. The interquartile aver- 
age is the average of the items con- 
tained in the second and third groups 
when all items are arranged in the 
order of magnitude and divided into 
four groups of equal size. Each 
group was represented by an average, 
since it seemed advisable to eliminate 
the more extreme items and at the 
same time to give some weight to the 
fluctuations or deviations from the 
median. Next, with the average yield 
for the year 1924, 5.26%, as the base, 
these average yields for each month 
were turned into index numbers to be 
used as an adjusting factor, in a later 
step, for eliminating the influence of 
the trend in interest rates during the 
seven-year period. The average yield 
for 1924 was used as the base for the 
construction of the index numbers be- 
cause it seemed to approximate the 
median of the array of monthly average 
long-term bond yields both in regard to 
the number of years involved and in the 
trend of yields (interest rates). 

The arithmetic mean of the 84 
monthly average long-term bond yields 
was found to be 5.39%. If 1921, with 
its exceptionally high yields, be omitted, 
the mean becomes 5.19%. 

These yields on long-term bonds 


2 “Bid” quotations in the quotation supplements 
of the Commercial and Financial Chronicle. 
8 Kirschner and Johnson bond tables were used. 


- 
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served as a background for the study of 
the yields on the short-term securities. 

Those cards representing bonds 
whose maturity dates were less than 
ten years in the distance were sorted 
into groups, according to the number of 
months to maturity. This gave 120 
groups, each containing about 18 bonds, 
not a very large sample. Since the 
yields in each group were for different 
months within the period studied, and 
because the index numbers of long- 
term bond yields indicated a decided 
trend throughout the period, each 
short-term yield in each of the 120 
groups was freed from this trend in- 
fluence by the use of the index number 
corresponding to its month of the 
period. 





MOVEMENT OF BOND YIELDS 
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The chart above gives a graphical 
representation of the smoothed average 
adjusted yields. 


The interquartile average of the ad- 
justed yields was obtained for each of 
the 120 groups. This gave an average 


*4An observer of the chart on this page may ask 
why it is stated that the upward trend in yield starts 
about nine years before maturity—how it is known, 
in other words, that such an upward movement did 
not start at some earlier time and that the seem- 
ingly sidewise movement during the tenth year is 
not a minor fluctuation such as some of those that 
seem to occur at other points. In answer it may be 
said that, while the mean of the monthly average 
long-term bond yields for the period studied is 
5-39%, with the abnormal year of 1921 omitted this 
mean is only 5.19%. Because most of the extreme 


yield for each month, of the ten years 
prior to maturity, which was uninfy. 
enced by the trend of interest rates. |, 
order to smooth these figures, a three. 
months’ moving average was secured 
It does not affect materially the accuracy 
of the results nor the conclusions that 
may be drawn. 


Results and Interpretations 


A study of the chart on this page 
seems to indicate that about nine years 
before maturity the yield of the average 
bond starts to move upward, i.e., the 
price moves downward, and continues 
to do so until about five and one-half 
or five years before maturity. At that 
time a downward trend in yield, ice. 
an upward trend in price, begins and 
persists until the bond is less than two 
years from its date of maturity. Dur. 
ing the last two years before maturity 
the yield appears to fluctuate widely. 
This period may be ignored because 
of inaccuracies involved in computing 
yields on bonds of such short term, be- 
cause of the small size of the sample 
studied, and because in this period an 
insignificant difference in price makes a 
very large difference in yield. 

This peculiar movement of short- 
term security yields may be explained as 
representing the effect of supply and de- 
mand in the bond market. The security 
markets offer, probably, one of the best 
places for the free acting of the eco- 


items in the above-mentioned 120 groups of short- 
term bond yields, even after adjustment, were yields 
for 1921, it seems probable that the movement 02 
the chart of the yields during the tenth year is not 
far from the mean yield on long-term bonds during 
this period. It is admitted that it would be desirable 
to extend this study to include another five year 
but, because of the reasons pointed out above, 
seems safe to suggest that the yield starts to '= 
crease after a bond’s maturity date is less than 
nine years away and continues to do so for thret 
and one-half or four years. 
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aw of supply and demand, and a 


nomic | 
ovement in prices and yields reflects 
the operation of this law. It has been 
Lnown to investment bankers for some 
rime that there is a smaller demand for 


m 


their maturity dates than for securities 
of longer and shorter term. In the case 
of serial bonds, those falling in this 
group are generally the last ones sold 
and bring the lowest prices. The reason 
for this seems to be the popular belief 
that a bond does not become a short- 
term security until about five years 
before maturity. Those interested in 
this type of investment, therefore, 
usually will not purchase bonds having 
more than five years to run. Pur- 
chasers of long-term bonds, on the other 
hand, do not wish to be bothered with 
the problem of reinvestment within the 
short time that they would be if they 
bought bonds within ten years of ma- 
turity. In other words, bonds between 
five and ten years of maturity may be 
said to be neither long- nor short-term 
securities; the demand is less for these 
than for any other type; and the price 
falls. 

This study proves quantitatively 
what the bankers have known qualita- 
tively. The chart seems to indicate that 
the maximum difference in yield between 
the ninth and fifth years is about 0.27%. 
[he upward trend in yield is gradual 
because of the increasing disinclination 
of purchasers of long-term securities to 
buy bonds that fall in this class and also 
because of a tendency on their part to 
sell their bonds as they reach the point 
where they can be called short-term 
Furthermore, there is the 
psychological factor that makes men 
react in different ways so that there may 
be more who are willing to buy eight- 
year than are willing to buy six-year 


i 
bonds. 


securities, 
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Again, short-term bonds are espe- 
cially desirable for certain types of in- 
vestors who must have security of prin- 
cipal. That the very small fluctuations 
in bond prices as they near maturity in- 
crease this demand for them, and conse- 
quently their prices, is known to those in- 
terested in financial matters. The chart 
indicates that the downward movement 
in yield caused by this increased demand 
starts about five or five and one-half 
years before maturity and continues 
until less than two years prior to that 
date, and that the maximum change in 
yield between the high and the low point 
is about 0.4%. 

It may be concluded that the compos- 
ite opinion of investors, as indicated in 
this study of the movement of short- 
term bond yields, designates approxi- 
mately 5 years before maturity as the 
point of division below which bonds 
properly may be called short-term se- 
curities. 

Conclusions 


Research of any kind is more valuable 
if it can be turned to some practical 
use. 

The investor in long-term securities 
could take advantage of the fluctuations 
in yields and could sell his long-term 
bonds before they reached the nine- 
years-before-maturity point. Then he 
could either reinvest his funds in long- 
term bonds or he could buy bonds that 
had only six years to run and realize, 
as a profit of the transaction, the differ- 
ence in price. He could hold these bonds 
for three or four years and then, by 
selling, again realize a profit. 

The investor in short-term securities, 
instead of purchasing bonds two or three 
years before their maturities, could buy 
those having six years to run and thereby 
increase his yield by some 0.4% per 
year. By selling at approximately two 
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years prior to maturity and again buy- 
ing bonds having six years to run, he 
would realize a profit. 

In other words, this study suggests 
that the long-term investor is able to 
realize more from the sale of his bonds 
nine years before their maturity than 
he is at any time thereafter until less 
than 3 years before, while the short- 
term investor can buy to best advantage 
about 5 or 514 years before the maturity 
of the bond. 

Of course, the differences in yield and 
the profit to be realized from taking ad- 
vantage of the movements are relatively 
slight, but they would amount to a fair- 
sized sum in the case of a bank, insur- 
ance company, or any investor who has 
considerable amounts of funds that must 
be kept invested in bonds. It may be 
pointed out that a difference of 0.5% 
obtained in the yield of investments may 


represent the difference between profit 
and loss for banks and _ insurance 
companies. 

Limitation of time which could be de. 
voted to the investigation prevented the 
study of a sufficiently large number of 
bonds to make possible the drawing of 
definite conclusions. It is felt, however. 
that the study has suggested the exist. 
ence of an important movement in the 
yields of bonds as they approach their 
maturities, which can be measured. It 
is hoped that an incentive has been given 
for further investigation of the subject 
which will yield more definite and more 
beneficial conclusions concerning other 
types of bonds as well as the kind here 
studied. Finally, it has been demon- 


strated that investigations, which would 
otherwise be very tedious, can be greatly 
facilitated by the aid of tabulating 
machines. 











TORE-DOOR delivery involves the 

direct collection and delivery of 
freight moving in both directions be- 
tween the rail-head and the shipper 
or receiver. This is a service that 
has never been generally undertaken by 
the railroads in the United States. In 
fact, such responsibility has been consist- 
ently avoided, though the practice is in 
successful operation elsewhere and its 
ultimate adoption in this country seems 
to be inevitable. The factors which are 
forcing the railroads into a serious con- 
sideration of a plan of store-door deliv- 
ery include the continued and increasing 
habit of hand-to-mouth buying, terminal 
congestion, congestion on city streets, 
the severe competition of motor trucks, 
and a further factor whose effect can not 
as yet be judged—the taking over by the 





STORE-DOOR DELIVERY 









railroads of the business of the Ameri 
can Railway Express Company. 


British Practice 


Store-door delivery of freight has 
been the practice of English railroads 
almost since their inception and has 
come to be regarded there as a natural 
function of railroads. Freight ship- 
ments are picked up by teaming com- 
panies, operated as a part of rail serv- 
ice by railway-owned trucks, from the 
shippers’ warehouses, and are delivered 
by the same agencies direct to the receiv- 
ers’ warehouses. British freight trains 
work to a time-table, in the same way 48 
passenger trains, and give frequent, 
fast, and punctual service. 

By their system of store-door delivery 
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Jish railroads, covering freight 
ements up to 240 miles, are able to 


Trance Re ‘ 

ck less-than-carload freight from 
be de. MEE the shippers’ warehouses and deliver the 
d ti S 6. »e to the receivers’ warehouses within 


er of ME ozhours. It isa standard freight move- 
| ra manufacturer in Bradford to 
s woolen goods from the mill late 
fternoon and have the goods de- 
, | London, 220 miles away, the 
their i <t morning. This record can hardly 
Lr & nlicated by our much more expen- 
give: » ive express service. Of the freight 
' led in Great Britain, 80% is deliv- 
more ed within 24 hours. So satisfactory 
s service proved that what we call 
her vy express and heavy parcel post is 
mon- inknown there. 
[he delivery men for the British rail- 
s make trips several times a day 
gular routes, collecting such 
tas may be offered. Regular ship- 
their freight bills on monthly 
ts. So regular is the freight 
nt in England that traders count 
very at a regular hour and feel 
lves entitled to a claim for dam- 
f a three- or four-hour delay is 


ed. 


Canadian Practice 


tically from the first the railroads 
oads eastern Canada have provided in 
incipal distributing centers a cartage 

tural service to and from their freight termi- 
ship- ils and the warehouses or store-doors 

e shippers and consignees. 

serv: (he service is operated in eastern 
t! Canada by the carriers under contracts 
ered f agreements with the teaming com- 
ceiv- panies acting as their agents. It applies 
ns to trathe rated in the Canadian Freight 
Classification as fifth class or higher, 
ent ss than carload or carload, with the ex- 
of bulk freight or articles weigh- 
very ng 2,000 Ibs. or over per piece or 
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package. In western Canada a service 
similar to that in eastern Canada is pro- 
vided by the large teaming companies 
operating in connection with the differ- 
ent railroads. The only practical dif- 
ference between the service in eastern 
and western Canada is that in western 
Canada the rate schedules are issued by 
the teaming companies, which assume 
the responsibility for loss and damage to 
and from the carrier’s terminals. The 
service has generally proved very satis- 
factory. 


Experiences in the United States 


The classic examples of store-door de- 
livery in the United States were those in 
effect in Baltimore from 1867 to 1913 
and in Washington, D. C., from 1883 
to 1913. The Pennsylvania Railroad 
originally established the service in both 
cities. This service was met by the Balti- 
more & Ohio Railroad in both cities 
during 1886 when its Philadelphia and 
New York extensions were completed. 
Store-door delivery was made in Balti- 
more of freight in the first three classi- 
fications and in Washington of the first 
four classifications. Not all freight in 
those classifications was delivered, how- 
ever, since the service applied only to 
freight originating in certain territories, 
particularly Philadelphia, New York 
City, and New England. The railroads 
discontinued the service in Washington 
in 1913 because of extensions of delivery 
limits ordered by the Interstate Com- 
merce Commission. The Commission 
then ruled that if the service was with- 
drawn from Washington, the carriers 
would be guilty of unduly discriminating 
against Washington if they retained the 
service in Baltimore. The carriers 
thereupon withdrew the service from 
both cities. The Interstate Commerce 
Commission, in considering the com- 


a 
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plaints of Baltimore and Washington 
interests, decided that service as ren- 
dered was unduly discriminatory and 
further that store-door delivery, under 
then existing law, constituted no part 
of the freight-transportation service 
that railroads were required to perform. 
Discrimination was held to exist, not be- 
cause of the service itself, but because it 
was applied to freight from certain 
points and not to freight from all points. 

At that time the Interstate Commerce 
Commission endeavored to ascertain 
why the service had been originally es- 
tablished. Following is their conclu- 
sion: 

The reasons are not entirely clear, but the 
weight of evidence seems to indicate that the 
service was inaugurated on account of acute 
congestion at freight terminals, and to avoid 
expense necessary to provide for station de- 
livery. Why such delivery was confined to 
freight originating in a certain territory, rather 
than accorded to freight irrespective of its 
origin was not disclosed by evidence brought 
out when the case was tried before the Com- 
mission. Had the service been universally ac- 
corded, the alleged cause for introduction 
would be less open to doubt.—(30 I.C.C. 


456). 

During the period of Federal control, 
store-door delivery was given serious 
consideration as a possible means for 
expediting deliveries and reducing termi- 
nal congestion. Special investigations 
were made in New York. Little was 
accomplished, however, because of oppo- 
sition encountered from trucking inter- 
ests and because of the practical difh- 
culties involved and the temporary na- 
ture of Federal control. 


Present Practice in the United States 


Store-door delivery of freight is at 
present made by certain railroads in a 
modified form in several cities and gen- 
erally by all railroads to certain ship- 
pers by means of trap-car service. Trap- 
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car service is a special switching service 
that has become of great importance jn 
recent years in the handling of less-thap. 
carload shipments. Instead of being 
drayed or carted to the carriers’ freight 
houses, many shippers load less-thap. 
carload shipments directly into freight 
cars which are placed on their private 
spur tracks, and a smaller volume of 
less-than-carload traffic is similarly un. 
loaded by consignees directly from 
freight cars which are switched to their 
private tracks. Cars loaded in this way 
are then hauled either to the carrier's 
local freight house or to a transfer sta. 
tion to transfer to other cars or for 
additional loading; or if loaded with a 
sufficient quantity of less-than-carload 
freight, the car may be placed in a 
freight train for delivery at destinations. 

Trap-car tariff rules and charges are 
not uniform, but the Interstate Com- 
merce Commission, as in case of carload 
switching, has ruled that the charges 
must be definite and reasonable and en- 
tail no undue discrimination. However, 
in many instances trap-car services are 
performed free of charge. It has be- 
come a common practice to perform the 
trap-car service without special charge 
if 12,000 lbs. or other prescribed mini- 
mum amount of freight is loaded. Trap- 
car service is, in many instances, a com- 
petitive device to develop the trafic of 
a particular carrier. Such service has 
many obvious advantages both to ship- 
pers and to consignees. Its main disad- 
vantage to them is that it results in less 
rapid service than if the freight were 
delivered direct to and from the freight 
house by trucks. From the carriers 
point of view, while such service may 
tend to relieve congestion at their 
freight stations, it ties up many freight 
cars and is an expense for which they 
are often not adequately compensated. 
At St. Louis, Mo., a truck terminal 
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mpany maintains eight so-called off- 
a or inland freight stations, five for 
tbound and three for inbound freight. 
U sing motor transportation, this com- 
1y relieves the rail terminals of virtu- 
‘lly all the less-than-carload freight that 
'; interchanged between the western 
trunk lines with terminals in St. Louis 
and eastern railroads with terminals in 
East St. Louis, as well as the larger por- 
tion of the less-than-carload freight 
hipped from and destined to St. Louis 


proper. This company handles a ton- 
nage of from 6,000,000 to 7,000,000 
lbs. daily and, taking an average of 
15,000 lbs. per car, relieves the rail car- 
riers from handling over 400 cars per 
day in the terminals, or over 145,000 
cars per year. 

Provision is also made at St. Louis 
whereby freight is received from or de- 
livered to the store door of the shipper 
by the truck company without passing 
through an off-track station. The trans- 
portation covered by the freight 
charges, as well as the carrier’s liability 
for the goods, is deemed to commence or 
end from the time it passes through 
what is known as a “constructive sta- 
tion” on the west bank of the Missis- 
sippi River. These stations are merely 
ds gnated points to mark the limits of 

.e rail carrier’s service. For the dray- 
age between the store door and the 
point designated as a constructive sta- 
tion, the truck company receives its com- 
pensation from the shipper, and for its 
service between the constructive station 
nd the carrier’s terminals in East St. 
Louis certain published charges are paid 
to the trucking company by the carrier 
and absorbed in the St. Louis rail rates. 

A number of railroad lines serving 
Manhattan Island, of which the Erie 
was the pioneer, provide for delivery 


n | 


and receipt of freight at inland stations, 


the transportation beyond the carriers’ 
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lines being performed by trucks. In 
most instances this practice applies to 
those railroads whose terminals are in 
New Jersey. Originally all freight was 
floated across the Hudson River at New 
York in box cars and loaded or unloaded 
at pier stations maintained by the rail- 
roads. Line-haul rates to and from 
New York include the receipt and deliv- 
ery of freight at the pier stations. From 
the pier stations the cost of trucking is 
borne by the shippers. 

Primarily because of the congestion at 
the pier stations, the railroads in ques- 
tion now unload most of less-than-car- 
load freight in New Jersey and have it 
trucked to New York on ferries or 
through the Holland vehicular tunnel 
and then through constructive or actual 
inland stations. It is evident that the 
location of constructive stations may be 
of vital importance to certain shippers 
and also contain possibilities of con- 
cealed rebating. The Interstate Com- 
merce Commission has under investiga- 
tion the lawfulness and propriety of off- 
track or inland and constructive stations 
at St. Louis and on Manhattan Island, 
as well as of the arrangements by which 
traffic is moved by vehicles between off- 
track or constructive stations and the 
rail carriers on track stations. 

It is quite possible that changes in the 
act to regulate commerce will result 
from the present inquiry by the Inter- 
state Commerce Commission into the 
extension of actual line hauls by means 
of motor trucks. Paragraph (1 ) Sec- 
tion 1 of the act states that provisions 
of the act apply to common carriers in 
the transportation of passengers or 
property wholly by railroad or partly by 
railroad and partly by water. Neither 
that paragraph nor any other provides 
for service wholly by motor vehicle or 
partly by railroad and partly by motor 
vehicle. Paragraph (3) of section 1 
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defines the term railroad as including 
car floats, lighters, or ferries used in 
connection with any railroad, also the 
terminal facilities of carriers. 

The Commission has held that motor 
carriers are not common carriers subject 
to the act, but that when services are 
performed by motor carriers in connec- 
tion with terminal services of a common 
carrier subject to the act, or with the 
transfer of commerce at an intermediate 
point by such common carrier, the mo- 
tor-carrier service is under the jurisdic- 
tion of the Commission. When the 
motor-truck service ceases to be a termi- 
nal service and becomes what might be 
considered a line haul, the jurisdiction of 
the Commission ceases. Carriers sub- 
ject to the act can not make joint rates 
with motor-truck companies. It is very 
probable, however, that store-door de- 
livery service will be considered as a 
terminal service and therefore subject to 
regulation by the Commission. 

In Chicago, the railroads have not 
undertaken store-door delivery in the 
ordinarily accepted use of the term. 
Practically, however, about half of the 
less-than-carload shipments are moved 
to the store door by trap car, lighterage, 
and tunnel services, the costs of which 
are absorbed by the railroad lines. 
These services are not only a source of 
considerable expense to the railroads for 
which they receive no additional rev- 
enue, but also constitute an unjust dis- 
crimination in favor of the shippers who 
can take advantage of them. The cost 
of this additional service rendered to 
certain shippers has been estimated at 
$2.00 per ton. 

The Chicago, Rock Island and Pacific 
Railroad has replaced a considerable 
portion of its trap-car service in Chicago 
by tractors and trailers. The railroad 
has made substantial savings in time and 
money, in addition to relieving terminal 


congestion, by hauling less-than-carload 
freight in trailers drawn by tractors 
from its Blue Island freight station to 
its stations in downtown Chicago. 


The Railroads’ Point of View 


There are many reasons why the rail. 
roads should welcome a system of store. 
door delivery. In the first place such 
system would do much to help solye 
some of the terminal problems now con. 
fronting the railroads in large and groy. 
ing cities. Under the present system 
there are many freight terminals inade. 
quate in size or obsolete in design, which 
will have to be enlarged or rebuilt in 
order to accommodate the traffic under 
the present system. The prevailing 
practice is to unload less-than-carload 
freight from cars into the freight houses 
and to place carload freight on delivery 
tracks and then notify the consignee by 
mail of the arrival of the goods. Less- 
than-carload shipments remain in the 
freight houses of railroads an average 
of three days; carload shipments remain 
on the tracks in excess of two days. A 
well-organized store-door delivery plan 
should make the freight-house space 
available for use not less than twice 2 
day, instead of once every three days, 
thus increasing the capacity of these 
facilities at least six times. The capacity 
of the delivery tracks would be increased 
four times. 

No storage charge is received by the 
carriers for the use of these facilities, 
except that a demurrage charge is in- 
posed on cars not unloaded within 45 
hours or for time in excess of that al- 
lowed in average agreements. ‘The 1n- 
vestment in freight-house and delivery- 
track space is an important item of 
pense to railroads in many localities. 
Store-door delivery should obviate o 
delay the necessity for enlarging freight 
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ns and delivery tracks. It may 
oy result in their reduction in size or 
removal to less expensive locations 
congested areas. Prompt move- 
‘ freight through terminals would 
abtedly result in savings to the rail- 
i; that would absorb part of the 
-yenses of store-door delivery. 

[he prompt unloading and reloading 
rs at or back of the rail-head would 
materially to the number of cars 

.vailable for use. It should be possible 
 :, many instances to save at least a day 
. end of an average trip-of a rail- 
If only a day on the whole 
re saved, it would be the equiva- 
of adding many thousand cars to 
service. This item alone would prob- 
ya large share of the initial cost 
| motor vehicles necessary for a 
store-door delivery service. 
An organized system of store delivery 
iid also relieve the railroads of a 
irge part of the trap-car service now 
shed to certain shippers. In many 
stances this service is furnished free of 
irge and not only is expensive to the 
lroads but ties up freight cars over a 
nger period than if the freight were 
icked from the shipper’s door direct 
freight house or loading plat- 
rms. The railroads serving a com- 
ty would be placed on a more even 
titive footing, since railroads not 
ing sidings to important industries 
id be able to compete for their share 
of the less-than-carload freight of those 
lustries. It is probable that railroads 
with valuable sidings would not welcome 
the placing of other roads on a competi- 
e equality. 
A considerable fraction of the less- 
irload tonnage moving up to 40 
$s is transported by motor trucks. 
- railroads, taking the stand that it 
vas not profitable traffic anyway, have 
ved this trafic to be taken from 
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them without resistance. With an 
organized system of store-door delivery 
the railroads should be able to recover 
a considerable portion of this lost traf- 
fic. In many instances they might find 
it profitable to make the entire haul by 
truck. Several railroads, notably the 
New York Central and the Pennsyl- 
vania, are already using motor trucks 
for the following purposes: 

1. Station-to-station hauls in lieu of way 
freight. 

2. From stations on one division by cross 
haul to a station or transfer on another divi- 
sion to avoid rehandling at intermediate trans- 
ter. 

3. From the smaller to the larger stations to 
make possible straight car loading with conse- 
quent improved time and saving in expense. 

4. Haul from a central delivery station to 
a small outlying station where final delivery is 
made to the consignee. 

5. Interchange between railroad and steam- 
ship lines, and cartage in lieu of lighterage. 

6. The trucking of unit containers for less- 
than-carload merchandise and carload coarse 
commodities. 

Both the New York Central and the 
Pennsylvania have hundreds of trucks in 
daily use making the hauls above men- 
tioned with most successful results. The 
extension of such service to include col- 
lection and delivery of freight to traders 
should not be difficult. Shippers in the 
Chicago area explained their use of 
motor trucks for out-of-town hauls on 
the basis of economy 45%, service and 
dependability 44%, special equipment 
5%, advertising 6%. With a freight 
service approaching that of Great Brit- 
ain, the railroads should be able to re- 
cover the short-haul trafic given to 
motor trucks on a basis of service and 
dependability and a good portion of that 
given to motor trucks on a basis of 
economy. 

At present it is not easy or convenient 
for the small and particularly the casual 
shipper to make freight shipments. Such 
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shippers often resort to other kinds of 
transportation, such as commercial 
trucks or railway express, because these 
are more convenient even though more 
expensive. A change in the attitude of 
the railroads towards the small shipper 
should certainly result in increased less- 
than-carload trafic, which should be a 
most valuable addition to railroad in- 
come. The Pennsylvania Railroad re- 
cently estimated its annual loss, due to 
truck competition, at $26,000,000. This 
sum is certainly worth making an effort 
to regain. 


From the Shipper’s and Consignee’s 
Point of View 


The shipper is, of course, interested 
in costs and service. The direct savings 
to the shipper and consignee resulting 
from an organized system of store-door 
delivery would depend upon a number 
of factors, the principal one being the 
charge made for the service by the rail- 
roads. That the railroads must make 
some charge for this service is obvious. 
However, since the trucking by the rail- 
roads should obviate the delays due to 
congestion at terminals, to which the 
shippers’ trucks are subjected, the rail- 
roads should be in a position to make a 
charge for delivery that would be satis- 
factory to shippers and consignees. 

The great advantage to the traders 
would be from the standpoint of service. 
An expeditious, dependable freight serv- 
ice would further hand-to-mouth buying, 
with its consequent great savings in 
inventories not only to the retailer but 
also to the wholesaler and the manufac- 
turer. Much of course has already been 
done along these lines. While goods 
that used to take weeks in transit now 
take only days, there is still room for 
much improvement especially as far as 
the smaller shipper is concerned. The 


advantage of a reduction of inventories 
made possible by quick, dependable 
freight service is too well known to 
require explanation here. 


Conditions of Service 


Various agencies which have investi. 
gated the question of store-door delivery 
apparently agree that the service must 
meet the following conditions: 

1. The service must be eptional. 

2. The carrier must assume full responsi- 
bility to and from the store door. 

3. The cost of store-door delivery should be 
borne by shippers and receivers. 

4. The trucking charge must be just and 
reasonable. 

5. Consideration must be given to invest- 
ment of existing truck companies. 

6. The service must be established gradu- 
ally. 

All are agreed that the carrier must 
assume full responsibility from receipt 
to final delivery, that the cost should be 
borne by the shippers and consignees, 
that the charges must be reasonable, and 
all agree that the service should be 
established gradually. Whether or not 
the service should be optional is open to 
argument. Delivery is not optional 
under our present express system. This 
has the advantage of having the move- 
ment covered by only one set of rates 
and would probably expedite the move- 
ment of freight through the terminals. 
To have the service optional, at least 
at first, would assist in establishing the 
service gradually and would help in giv- 
ing consideration to existing trucking 
companies. 

Up to 1928 the English rates were 
divided into two main classes, those 
quoted from station to station and com- 
monly termed S to S and those known as 
C and D rates, which included collection 
and delivery charges. From the begit- 
ning of 1928 all rates have been station 
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to-station rates in the sense that collec- 
tion and delivery charges are quoted 
separately from the haulage charge, the 
trader notifying the shipper if he in- 
tends to employ railway-cartage service. 
In Canada a similar system obtains, the 
service being optional and the cartage 
rates quoted separately. 

Whether or not the delivery service 
should remain optional in the United 
States would depend in a measure on 
the extent to which the service was 
utilized. If the service was not utilized 
by a majority of shippers and con- 
signees, its benefits would be negative. 
It is probable, however, that the service 
would be used by the large majority of 
shippers and consignees. 

Existing trucking companies could be 
taken care of, for a time at least, by 
contracts with the railroads. Whether 
the railroads would wish to own their 
own trucks or have the work done under 
contract would depend upon the railroad 
management, which would be governed 
by a variety of factors. 


Objections to Store-door Delivery 


If a system of store-door delivery of 
freight possesses so many advantages to 
both the railroads and the public, why 
is it that some system has not been put 
in operation before this? No one rea- 
son can be assigned. The original de- 
mand for some system of collection and 
delivery was met by the formation of 
express companies. Most of the express 
companies were formed by men who 
were also high officials or directors of 
the roads over which the companies 
operated. Even after the ownership of 

he majority of the stock in the express 

companies hed passed from the hands of 
the railroad officials, they maintained 
control of the express companies 
through self-perpetuating directorates. 





For instance, in 1911 the directors of 
the American Express Company owned 
but eight-tenths of one per cent. of the 
entire number of shares of the company. 
Half of the directors of the express 
company at that time were railroad ofh- 
cials or directors. Just what influence 
this system of interlocking directorates 
had over the extension of delivery serv- 
ice to freight is impossible to state. 

It has been stated that the carriers 
have not generally adopted the plan of 
store-door delivery because of the prac- 
tical difficulties involved. This, of 
course, is in a measure true, but the 
practical difficulties of express collec- 
tion and delivery were solved by prac- 
tically the same body of men who were 
running the railroads. 

Then, too, the operating officials of 
the railroads have been primarily inter- 
ested in what seemed to them more im- 
portant problems of operation. Many 
of these problems have been solved; 
freight now moves at a rate once 
thought impossible, and the time seems 
ripe to extend that movement to the ulti- 
mate destination of the freight. 

Railroad officials have feared also 
that they would not be adequately com- 
pensated for the extra expense of col- 
lection and delivery. This fear is hardly 
logical, as no one has yet proposed that 
the cost service should not be borne by 
the shippers and receivers of freight. 
Also, the railroads would be relieved 
in a measure of much of the expensive 
trap-car service which competitive con- 
ditions now compel them to extend to 
their patrons. 

Some opposition to a general store- 
door delivery may come from large in- 
dustrial and mercantile concerns which 
are now receiving what amounts to 
store-door delivery through free trap- 
car service. Opposition may also be ex- 
pected from truckmen and teamsters, 
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whose business may be affected and who 
are very well organized in many large 
cities. Another objection seems to be 
the question of liability for loss and 
damage to shipments when moving be- 
tween the freight terminals and the 
shippers’ and consignees’ warehouses. 
This, however, is a detail which could 
be easily adjusted once the principles of 
store-door delivery were agreed upon. 

Probably the most effective impetus 
that will be given a collection and de- 
livery plan will come from the conse- 
quences of the taking-over by the rail- 
roads of the business of the American 
Railway Express Company. There 
seems to be no real reason why less-than- 
carload freight and heavy parcel post 
should not be consolidated and moved 
in the same cars as is now done with 
expedited freight. 

In 1912, in connection with an investi- 
gation into express rates, practices, et- 
cetera, the Interstate Commerce Com- 
mission stated in conclusion as follows: 

‘“. . . There is no doubt that the ex- 
press company can expand by the utiliza- 
tion of its organization into a still more 
useful agency than it is today by provid- 
ing a terminal service on freight ship- 
ments, making a rate from the house to 
the house, thus utilizing their wagon 
service and the freight service of the 
railroads under their published tariffs. 
No reason can be given why this coun- 
try should not enjoy the kind of service 
England has, rail service plus local de- 
livery upon less than carload traffic. 
Furthermore, there can be effected a 
combination of freight and express serv- 
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ice which would give a lower rate tha, 
the express rate and make faster tim. 
than the freight service. Here ar 
fields of activity which are not now ql. 
tivated and in which the express carries; 
may find room for the play of their cop. 
structive facilities after they have more 
perfectly developed, systematized, ang 
synchronized their present functions a 
quick and safe carriers of small parcels,” 
(24 1.4. C..296), 

The above statement, written 17 
years ago, applies in full force today, 
especially now that the railroads are 
operating the express companies and 
are in a position to make such changes 
in the character of the service as may 
seem necessary and advisable. 

That the Commission is still of the 
same mind on the subject is shown by 
the following statement from a recent 
report on Motor Bus and Motor Truck 
Operation: “Store-door delivery is to- 
day receiving the earnest consideration 
of railroad executives and shippers’ rep- 
resentatives, as well as ours. Store. 
door delivery would mean quicker and 
better service to the shipper with a great 
saving of time, elimination of terminal 
congestion, consolidation of freight into 
fewer cars, and reduction of use of 
stations and cars for storage.” 

There seems little doubt that store. 
door delivery is feasible, that its adop- 
tion would result in mutual benefits to 
the shipper, the consignee, and the rail 
roads, and that when its advantages art 
fully understood by all concerned its 
adoption will be only a question 0 
time. 
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DLE machinery is a danger signal in 
any manufacturing plant. In those 
plants where the margin of profit 
ner unit is extremely small and where 
large gross profits come only through 
eavy volume and close production con- 
trol, with an absolute minimum of pro- 
duction costs, the maximum utilization 
of the equipment becomes of major im- 
portance. The large manufacturer of 
hardware products is interested in turn- 
ng out the maximum number of scutch- 
eon plates, thumb turns, screws, et 
etera, with the equipment he has at 
hand. If six presses handle a given vol- 
ume of work by operating continuously, 
where eight were required before under 
a less strict system of control, there is an 
mportant reduction in the cost per unit, 
since the overhead and labor cost is 
rrespondingly reduced. In a textile 
mill, manufacturing the lower grades of 
fabrics where style is not the major 
factor, it is highly necessary to keep the 
material running through the preparing 
nd spinning machines at all times, since 
any decrease in machine utilization will 
lean that a given amount of product 
will have to carry a greater overhead. 
Ford has applied mass production meth- 
ods to the manufacture of automobiles; 
in his efforts to obtain an irreducible 
ninimum of production costs, the maxi- 
mum utilization of all his hundreds of 
types of machinery is essential. 

Some means of measuring and keep- 
ng tab on the extent to which the 
equipment is being used is of great im- 
portance to the executives of concerns 
like those mentioned above. The case 
here presented illustrates a method of 
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obtaining summarized indexes of ma- 
chine utilization which furnish this in- 
formation and make possible an effective 
control of this branch of production. 

It is well to note that this problem 
is not necessarily of major importance 
in all manufacturing companies. Some 
plants require a large number of ma- 
chines, which are used only on special 
kinds of work and which must neces- 
sarily be idle part of the time. Selling 
prices cover this extra cost. In other 
plants, hand labor is more important 
than machine, for example, in making 
women’s very high-priced style shoes. In 
cases of this sort expert styling ability, 
not curtailment of production costs, 1s 
essential. The same would be true of a 
concern making highly specialized ma- 
chine tools, each order requiring an in- 
dividual set of specifications and a large 
amount of hand labor. However, in 
nearly all large concerns making stand- 
ardized products with a high degree of 
machine work, where maximum volume 
and minimum production costs are the 
objective, indexes showing changes in 
the degree of utilization of the equip- 
ment should be of value. 

The Southern States Textile Corpo- 
ration developed a method, first, of 
measuring the percentage utilization of 
each machine, and, second, of combining 
these numerous indexes into a few sum- 
mary figures which would give the ex- 
ecutives a clear picture of changes in 
the use of machinery in each of its three 
general types of departments, in each of 
its five mills, and for the plant as a 
whole. The company found that, as the 
index of machine utilization for a de- 
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partment fell, there was a correspond- 
ing rise in the overhead rate for that 
department; and vice versa, as the index 
rose, indicating a greater use of its ma- 
chinery, the rate dropped. Since lower 
production costs are reflected in a lower 
overhead rate, the importance of the 
indexes in giving a prompt indication 
of changes in the use of machinery is 
evident. 

The great value of these machine- 
utilization indexes lies in the fact that 
they furnish the danger signals and start 
the necessary investigation immediately, 
rather than five or six months later, 
when the effects of maladjustments 
would ordinarily become _ evident. 
Causes for a drop in an index, indicating 
a decrease in the use of machines in a 
department or mill, might come from 
any of several sources. Delays in re- 
pairing broken machinery would be 
traceable to the maintenance depart- 
ment. On the other hand, excessive 
breakages or delays caused by the plac- 
ing of too many green employees within 
a department would be due to ineffective 
labor control. Losses resulting from 
too frequent changes in the setting of 
machines might be caused by the insist- 
ence of the sales department on early 
deliveries of small lots requiring special 
runs. In any particular case, after re- 
ceiving the warning through the ma- 
chine indexes, the executive would 
determine the actual cause and place 
the responsibility through a study of 
other series of operating figures. 

The indexes are of further value in 
that, through the monthly calculation, 
department heads and mill superintend- 
ents are stimulated to see that all 
equipment is used to the maximum ex- 
tent, for each knows that not only is 
his position compared with that of the 
other departments or mills, but also 
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that he will be promptly called upon by 
the central-office executives to give 
sound reasons for any drop in his jp. 
dexes. 


Southern States Textile Corporation 
Case 


The Southern States Textile Corpo. 
ration operated five mills for the 
production of textile yarns and fabrics, 
Although all five mills were located in 
a single town, each was independent of 
the others in both management and 
processes performed. The preparing 
processes were essentially similar in al] 
mills in that each began with raw mate. 
rial, but there were important differ. 
ences in the finishing processes, since the 
variations in the types and qualities of 
the finished yarns and fabrics made nec- 
essary more steps and processes in some 
mills than in others. 


Departmental Indexes 


For many years the efficiency depart- 
ment has collected data on the percent: 
age use of the machinery in the various 
departments of the mills. These per- 
centag.s represented the ratio of the 
numbe: of hours during which a ma 
chine actually was operated to the num. 
ber of hours the machine would have 
been operated had it been in continuous 
production during all working hours; in 
other words, a ratio of actual to poten: 
tial use. Thus, these ratios were inde: 
pendent of the varying number of hours 
in the working day or week. Allowance 
in the potential time was made only for 
the time ordinarily required to replenish 
the machine with new material; there- 
fore, variations in these ratios, which 
were always less than 100%, might be 
due to such causes as breakage of m* 
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res because of defective or poor 
aterial, too many green employees, 
-hanges in the resetting of machines for 
new qualities of product, or general lack 
of work. 

[Three types of units were used in cal- 
culating the actual and the potential 
tilization of a machine, depending on 
the particular nature of the operation. 
In some departments the machine had 
| attached to it a counter, which showed 
the number of machine cycles for the 
} time during which the machine was in 
operation. This number represented 
the actual use. A potential total was 
calculated on the basis of the standard 
speed of the machine with the given 
ork to do and the number of possible 
working hours. The index of machine 
tilization for an individual department, 


then, was the ratio between these two. 
In other departments it was customary 
to weigh the actual production of the 


hines and express this as a percent- 
ge of potential weight. Some depart- 
ents used the number of yards pro- 
as the measure of utilization. 
Other units could have been used to de- 
termine to what extent a machine was 
being operated, and it was only neces- 
sary to express the indexes as a ratio of 
actual to potential to put them all on a 
homogeneous basis. 

Changes in the settings of the ma- 
hines within a department, in order to 
produce different qualities of goods, did 
not change the value of the measure- 
ment, because a new potential as well 
as a new actual unit was set up on the 
dasis of the changed speed of operation. 
Thus, if there was a change in the 
weight of yarn produced by a spinning 
machine, the speed of the machine would 
necessarily be shifted, with a correspond- 
ng change in potential as well as in 
actual clock counts. 


luced 


CASE STUDIES IN BUSINESS 


353 


It must be noted that such depart- 
mental figures measure only the machine 
utilization and not the skill of the work- 
men, the efficiency of the arrangement 
of processes, or the utility of any par- 
ticular machine. However, the value of 
summary indexes of machine utilization 
for executive control is evident. 

The departmental machine-utilization 
ratios were of value in checking the 
operation of any particular department 
over a period of time, but they were 
decidedly deficient from the executive 
point of view, because it was impossible 
to derive from the large mass of indi- 
vidual figures any definite indications of 
important changes in similar depart- 
ments, in the individual mills, or in the 
plant as a whole. Consequently, in 1925 
a statistical method was developed for 
combining these numerous measures 
into a few significant summaries. 

Combining these departmental figures 
presented difficulties; first, because of 
the great variety of work performed by 
the various departments and, secondly, 
because of the variation in the relative 
importance of any one department as 
compared with another. The problem 
was, then, twofold: combining into 
groups those departments performing 
similar types of work and devising a 
system of weights for these figures 
which would express the relative eco- 
nomic importance of the several depart- 
ments. 


Operating Group Indexes 


A study of the different types of work 
performed showed that three genera! 
groups could be set up on the basis of 
similar production methods. The pre- 
paring group included departments such 
as the carding and roving, in which ma- 
chines were of the heavy type requiring 
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considerable amounts of labor. Condi- 
tions in all these preparing departments 
were so similar that they constituted a 
homogeneous group. Correspondingly, 
in the spinning group, machines were 
more automatic, less labor was required, 
and processes were similar. Variations 
among them were only in the qualities 
of the yarn produced. Since there 
seemed to be no way of combining the 
remaining departments, they were classi- 
fied as the miscellaneous group. The 
processes were heterogeneous and each 
department within this group was nec- 
essarily treated as if it were a separate 
and distinct class. 

The problem was now one of com- 
bining the departmental indexes into 
group indexes for each of these three 
groups, then incorporating these into a 
single index for the whole plant. It was 
also necessary to formulate a single in- 
dex for each of the five mills which 
would be consistent with the group and 
plant indexes. 

As before noted, an arithmetic aver- 
age of a number of these ratios would 
not present a true picture of the whole. 
For example, a few unimportant depart- 
ments might have such low indexes of 
machine utilization that the average of 
the group in which they were included 
would be lower than was actually repre- 
sentative. It was, therefore, necessary 
to weight the ratios. The following 
bases were considered in selecting a sys- 
tem of weights: 

1. The money value of the machine 
might reflect its economic importance. 
This base would take account of the 
money value invested, and those depart- 
ments with older and more inefficient 


machinery, which had been heavily 
depreciated, would receive smaller 
weights. 


2. The physical volume of production 
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would reflect the relative amount byt 
not the value of the production of the 
various departments. However, jt 
would not indicate satisfactorily the rel. 
ative money values of the machinery jn 
the departments. 

3. The square feet of floor space used 
by the departments might indicate their 
relative economic importance, but this 
factor is directly influenced by the eff. 
ciency of the layout of the machinery 
in the case of departments doing similar 
types of work. Also, in departments 
doing very different types of work, the 
relative amounts of floor space used 
might be quite different as far as the 
production values of the two depart. 
ments to the company were concerned. 

4. The amount of power consumed 
would vary directly with the amount of 
work done by the machines in any de- 
partment. Between two departments 
performing similar work it would re- 
flect the number of machines and the 
extent to which they were being used; 
and, among unlike departments, heavier 
preparing machines would consume 
more power than lighter finishing ma- 
chines. 

5. For the departments performing 
the same type of work, such as the spin- 
ning departments, active machine hours 
seemed to furnish a satisfactory basis 
of weights. Adoption of this basis 
would imply that the economic impor- 
tance of each machine was equal to that 
of every other machine. This was not 
theoretically true, even in the operating 
groups of the spinning departments, but 
if assumed as approximately so, the ac 
tive machine hours would reflect the 
value added to the product. This basis, 
however, could not be used in weighting 
the combination of different types of de- 
partments such as spinning and weaving, 
or the quite distinct finishing, becaus¢ 
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but Taste I. Comparison OF VARIOUS Bases OF WEIGHTS—DATA FOR 1924. 
the = 
it MillA | MillB | MilC | MillD | MillE | Total 
- f Machinery cs 16.6% 17.4% 34.2% 8.1% 23.7% 100.0% 
y If vical Volume Produced... 16.4 17.6 43.5 10.4 12.1 100.0 
» Snace Used 13.9 22.9 43-7 6.4 13.1 f 100.0 
= Powe neue 9.5 22.4 40.6 9.3 18.2 100.0 
‘Sed Machine Hours 17.6 18.3 41.8 1.4 20.9 100.0 
heir n Pay-Roll 15.6 21.0 35-5 7-5 20.4 100.0 
3 y-Roll 33.2 20.3 38.2 8.0 20.3 100.0 
this 
efh- 2 ee aoe ’ ei - 
ery these differed both in value and in char- tion in a group with very similar ma- 
ilar icter of work. chines and processes. This weight basis 
ents 6. The number of persons on the pay- more clearly than the others reflects di- 
the should be expected to reflect the rectly the variations in contributions to 
sed economic importance of the various de- the product among the various depart- 
the partments to the company, were it not ments in each group. For combining 
art. for the fact that the company in times departmental indexes in the third, or 
ed. f slack work closed down some depart- miscellaneous group, however, this basis 
ned rents, while other departments were would not be satisfactory, because active 
Of perated full time with the labor force machine hours do not measure the dif- 
de. taking turns part time on the active ma- ference in importance between two dis- 
nts hinery. similar departments. Therefore, the 
re 7. The amount of the department amount of pay-roll of each department 
the nay-roll reflected, but did not measure, was used as the basis for this group. It 
ed the value added in manufacture. Since a_ constitutes a reasonably accurate meas- 
of heavy preparing machine required more ure of the relative value added in man- 
me ttendant labor than a finishing ma-_ ufacture. 


chine, the greater capital investment in 
the former would also be shown in these 
Furthermore, the amount of 
the pay-roll would show in some degree 
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ur the importance of the products to the 
ans company. 

sas The variations in these different bases 
OF of weights are shown in Table I. For 
oat convenience, the figures are given for 
hot the five mills rather than for the three 
te perating groups or for the large num- 
- ber of individual departments. 

* he number of active machine hours 
4 was selected as the basis for weights for 
‘he doth the preparing and the spinning 
i. groups of departments. Use of this ba- 
* sis assumes that each machine within the 
o group is of approximately equal eco- 


nomic importance, a reasonable assump- 






































TasLe II. Inpex or MAcHINE UTILIZATION— 
PREPARING GROUP, 1925. 
Group Indexes 
Clock Department 
Depart- | Count i Indexes Jan. Feb. 
ment (Unit | Weight 
1,000) Jan. Feb. (cxd) | (exe) 
(a) (b) (c) (d) (e) €2) (g) 
2 1,000 1.5 83.3 93.3 1.25 1.40 
16 | 3,807 5.9 77.0 85.6 4.54 5.05 
18 6,866 10.6 83.7 92.2 8.87 9.7 
32 | 17,685 27.3 80.4 87.1 21.95 23.78 
35 5,985 9.2 81.0 88.8 7.45 8.17 
36 | 10,821 16.7 77-4 85.9 | 12.93 14.35 
51 4,679 7.2 71.8 82.6 5.17 5.95 
71 3,966 6.2 84.5 89.0 5.24 5.52 
73 9,963 15.4 74.3 78.2 11.44 12.04 
| 64,772 | 100.0 78.84 86.03 

















As an example of how the group in- 
dexes were calculated, Table II shows 
the computations for the January and 
February indexes for the preparing 
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group. Column (a) includes all depart- 
ments of all five mills performing the 
preparing process. The machine-hour 
weights for each department were cal- 
culated from the average clock counts 
for each department for 1924 and were 
expressed as percentages of the total, 
columns (b) and (c). The original de- 
partmental machine-utilization ratios 
shown in columns (d) and (e) were then 
weighted by multiplying each by the cor- 
responding weight in column (c). The 
sums of these weighted figures for the 
preparing departments gave the index 
of that group for the two months. Thus, 
the January index was 78.84 and the 
February, 86.03. 

The indexes for the spinning and the 
miscellaneous groups were calculated in 
a similar manner, except that the 
weights for the miscellaneous group 
were obtained from the amounts of the 
department pay-rolls instead of from 
machine hours. 


Plant Index 


The three group indexes, preparing, 
spinning, and miscellaneous, include all 
departments of all mills; therefore, an 
index for the whole plant could be ob- 
tained by combining them. Again, be- 
cause the three groups do not all have 
equal economic importance to the com- 
pany, they must be weighted rather 
than combined by a mere arithmetical 
average. 

Since the operating groups performed 
dissimilar types of work, the amount of 
pay-roll for each group was selected as 
the best measure of the difference in 
economic importance of each. Thus, 
the computation of the plant index was 
exactly similar to that for the miscella- 
neous group index. Table III, similar in 
form to Table II, shows the computa- 


tion. The weights are expressed as per. 
centages, and the group index is multi. 
plied by its corresponding weight. The 
sum of the three resultant figures gives 
the plant index, which was 86.48 for 
January and 87.72 for February. 

Thus two valuable sets of indexes 
have been calculated. In the one case 
the executive has a ready check on 
changes in the machine utilization jp 
each of the three general types of de. 
partments, and in the other, he has ; 
valuable index of variations from mont! 
to month in machine use for the whole 
plant. However, to make a complet 
analysis possible, an index for each of 
the five mills should be included. 


























Ges 
Tasie III. Inpex or Macuine UTILizatiox— 
PLANT INDEX, 1925. 
Amount ‘ Group Indexes Plant Indes 
Operating |Pay-Roll| Weight —— — - — 
Group (dollars) Jan. Feb. | Jan } 
(a) (b) (c) (d) (e) | (c x 
Preparing. ...| 184,995 35.8) 78.01] 86 05| 28 
Spinning..... 211,340] 40.9] 92.14] 90 * 3, .69 
Miscellaneous | 120,401 23.3) 88.14] 86 t9) 20.54} 20.08 
516,745| 100.0 | 86.48 

















Mill Indexes 


Mill indexes could be calculated from 
the original departmental ratios by the 
same method as that used in getting the 
group and plant indexes, provided a set 
of weights could be selected that would 
be consistent with the two indexes a): 
ready constructed. In other words, the 
average of the five mill indexes should 
equal the plant index as calculated by the 
method explained above. This was a 
complished by letting the mill weight for 
each department equal the product 0! 
the weight which that department hac 
in the group index by the weight that ' 
had in the plant index. For instance 
Department 2, a preparing department 
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eight of 1.5 in calculating the had four departments: one preparing 
e-group index (see Table II), (2), two miscellaneous (4 and 9), and 

ight of 35.8, the preparing- one spinning (10). After the weights 

sroup weight, in calculating the plant for each department were found, the 
lex (see Table III). So its mill calculation of the mill index was similar 
wht was I.§ X 35.8, or §3.7.. Again, to the method followed in Tables II 
se weights were expressed as per- and III. The original departmental 
of the total, the 53.7 being machine-utilization ratios, columns (h) 

and (i), were multiplied by the weights, 








to 4.9%. 
column (g), and the products totaled, 
V. Iypex or Macuine Utitization— columns (j) and (k), giving Mill A in- 
ahs dexes of 89.95 for January and 90.16 
COMPUTATION OF WEIGHTS. for February 
yr Similar procedure was used for each 
t | coe | Werke of the other four mills. 
c) | 7 (e) 
8 53.7 4.9 Summary 
3 ISI.5 14.0 
510.3 47.1 
368.1 34.0 ’ 
: —— By the above-explained method, 
83.6 100.0 . ss 2 
_!_ ss smontthily ‘figures were obtained which 
ee eT gave the executives a prompt and effec- 
a == tive means of checking the machine 
Depastnent _MillIndexes = operations of the mills. They could be 
= ae os ey compare changes in machine 
> ay _-dUtilization by mills, by groups of similar 
sa loons | aes | a, departments, or for the plant as a whole. 
88 | 26.7 | ati8e | 40.84 Thus, if the index for Mill A dropped, 
99.2 | 324° | 3373 the group indexes would be studied in 
*9-9s | 97° connection with changes in correspond- 
ing departments in Mill A and with the 
lable IV illustrates the computation plant index, to determine where respon- 
ghts and the index for Mill _ sibility should be placed and to trace the 
\ for January and February. This mill causes of the decrease. 
ous pene 


CHE SELECTION OF SECURITY FOR FINANCING 
AUTOMOBILE DEALERS’ PURCHASES 


7 fi automobile industry presents sight draft, thus avoiding entirely the 

ither unusual situation in the burden of financing their sales. ‘That 

is employed in financing manu-_ the burden has thus been placed on the 

‘ers’ sales to dealers. In this in- dealer is largely a result of the histori- 
as in few others the manufac- cal development of the industry. 

ive been able to refuse to make This historical development has been 

ries except against payment of a_ influenced by three distinct factors. In 
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the first place, the automobile in the 
early days of the industry was not con- 
sidered seriously and was thought to be 
a new fad following the bicycle. Partly 
because of the unfortunate experience 
of investors in the bicycle industry, 
banks were naturally reluctant to extend 
credit to this new industry which seemed 
to be taking its place. In the second 
place, the automobile manufacturers of 
the early days were little more than 
mechanics with small capital engaged 
in ;.ssembling parts produced by other 
companies. With their small capital 
and weak credit standing they were not 
in a position to extend credit to their 
dealers. In the third place, the manv- 
facturers were reluctant to extend credit, 
even when they could have done so, to 
dealers who had not established their 
own credit. Many of the dealers had 
been recruited from varied fields of ac- 
tivity—some had been bicycle dealers; 
some had formerly run livery stables; 
some came from entirely unrelated fields 
of activity; but few had established 
credit standing or sufficient capital to 
make them desirable credit risks for the 
manufacturer. 


The dealers, therefore, found it nec- 
essary to look for outside financial as- 
sistance to finance their purchases. That 
they were able to secure it was the result 
of a rapidly growing public demand for 
automobiles and the desire of a large 
number of people to become dealers. 

While the automobile manufacturing 
industry has now become one of the 
largest in the United States, and while 
the credit of some manufacturers has 
now become strong enough to allow 
them to finance their own sales if they 
so desire, the credit of the automobile 
dealers as a whole has not improved 
greatly and the traditional method of 
financing has continued. In recent years, 
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however, some of the larger manufag. 
turers have begun to offer their deal. 
ers assistance by establishing subsidiary 
finance corporations, thus making it 
easier for the dealer to obtain credit to 
finance both his purchases and instal. 
ment sales. 

The dealer has found it necessary to 
carry large inventories of cars in order 
to be prepared for the spring and fal] 
selling peaks, and with limited capital 
at his disposal has had to resort to 
finance companies and banks to carry 
his inventories. 

Inasmuch as few dealers had sufi- 
cient credit standing to obtain funds on 
purely personal credit, even when sup- 
plemented by the endorsement of nego- 
tiable paper by officers of the dealer cor. 
poration, the function of financing fell 
upon specialized finance corporations 
rather than upon general banking insti- 
tutions. As in the case of cattle financ- 
ing, which probably furnished the first 
working analogy, the automobiles 
financed were made the security for the 
credit extended. Because of the extreme 
mobility of automobiles, however, a real 
problem was presented in the selection 
of a device which would give the credi- 
tor sufficient hold over the collateral and 
at the same time allow the dealer free- 
dom in handling the automobiles to 
avoid interference with sales. The selec 
tion of such a device was the problem 
facing the Automobile Finance Corpo- 
ration. 


THe AUTOMOBILE FINANCE 
CORPORATION 


The Automobile Finance Corpor 
tion! was established in Boston, early i" 
1922, to finance the purchases and i 
stalment sales of automobile dealers. 





1 Fictitious name. 
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When a shipment of automobiles ar- 
-ived for a dealer he was notified by the 
correspondent of the manufacturer’s 
bank in his city that bills of lading were 
available upon payment of the sight 
draft attached. If a dealer was unable 
to finance a shipment from his own capi- 
tal, he went to an automobile finance 
company and notified it of the value of 
the shipment. The latter then drew a 
check payable to the bank involved for 
80% to 100% of the face value of the 
draft, and the dealer supplied any bal- 
ance required; paying the draft, the 
finance company obtained the bills of 
lading for the shipment. 

At this point the finance company, 
through the bills of lading, had posses- 
sion of and title to the automobiles. 
The problem that then arose was how 
to give the dealer possession and still 
retain sufficient security for the loan. 
Five possible forms of security pre- 
sented themselves: the warehouse re- 
ceipt, the chattel mortgage, the condi- 
tional sales contract, consignment sales, 
and the trust receipt. 

Under the first method, the shipment 
of automobiles was taken to a bonded 
warehouse, and receipts were issued in 
the name of the finance company for 
each machine. The company did not 
give the dealer possession until he had 
paid the amount of the note for which 
the warehouse receipt was collateral. 


Under the chattel mortgage arrange- 
ment, the finance company loaned the 
dealer funds and took a chattel mort- 
gage as security for the automobiles 
which were placed on the sales floor. 

The conditional sales arrangement 
provided that the finance company 
should secure title to the automobiles 
and resell the machines to dealers 
under a contract whereby the title re- 
mained in the finance company until 


payment and then passed to the dealer. 

Sales on consignment made the dealer 
merely the agent of the finance com- 
pany for selling the automobiles which 
were delivered to the dealer, but the 
titles to which were held by the finance 
company until final sale to the consumer. 


The trust receipt in its original form 
consisted of an acknowledgment that the 
dealer accepted title to the cars to be 
held or sold by him in trust for the bene- 
fit of the creditor. In course of time 
elaborate receipts with special agree- 
ments sometimes not technically amount- 
ing to trusteeship were developed, and 
to all of these the name of “trust re- 
ceipt’” was popularly given. Some of 
them bordered very closely on consign- 
ments. 

The Automobile Finance Corporation 
learned that each of these methods was 
then in use and desired to know what 
type of security it should adopt. 


Commentary 


Of the five devices considered by the 
Automobile Finance Corporation, only 
the warehouse receipt gives the finance 
company a possessory hold upon the au- 
tomobiles which serve as security for 
the loan. Since dealers can not obtain 
the automobiles from the warehouse 
without payment of the loan, there is no 
danger of the dealer converting the au- 
tomobiles to his own use or selling them 
and then withholding payment of the 
loan. Warehouse receipts are simple in 
operation, and the warehouse takes 
over all the details of checking the se- 
curity, releasing the property only on 
presentation of the receipt. No pub- 
licity regarding the transaction is nec- 
essary. 

Warehouse receipts, however, inter- 
fere with the ordinary course of the 
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dealer’s business. While the automo- 
biles are stored, the dealer has little 
opportunity to get them in shape for 
delivery, and inspection by prospective 
purchasers is not possible. For inexpen- 
sive cars sold in relatively large numbers 
such a device does not interfere greatly 
with selling operations. The dealer can 
ordinarily pay for a few cars out of a 
shipment, place them on the sales floor, 
and as these are sold, obtain the release 
of other cars to replace them either from 
the proceeds of the previous sales or else 
on some sort of security, by means of 
which the finance company maintains a 
title hold on them. For the more ex- 
pensive cars, however, where the dealer 
does not carry in stock more than one 
car of a given model, or where the busi- 
ness is so small that he does not carry 
more cars than he is exhibiting on his 
sales floor, the use of warehouse receipts 
interferes seriously with the sale of the 
cars, which is, of course, the ultimate 
source for repayment of the loan. 

To fit the requirements of the latter 
class of dealers or to allow releases from 
the warehouse before repayment of the 
loan, some form of security giving the 
finance company a titular hold on the 
collateral is necessary. 


Next to the warehouse receipt, the 
chattel mortgage is probably the strong- 
est form of security of those suggested. 
Unlike the trust receipt, this makes it 
possible for the finance company to re- 
cover a car covered by a recorded chattel 
mortgage from a third party to whom 
it may have been sold if the dealer fails 
to pay his debt. When this device came 
to be used to cover such security as auto- 
mobiles, which moved rapidly from 
place to place under their own power, 
the recording of a chattel mortgage 
upon the automobile did not give so 
great protection to possible purchasers, 


since the purchase could take place in , 
different county from that in which the 
mortgage was recorded. Because of the 
risk thus set up for innocent purchasers. 
recovery of mortgaged automobiles may 
become more difficult in the future as the 
courts come to give more consideration 
to the protection of purchasers. There 
is even now a conflict of authority as to 
whether a record in one state will serve 
as notice to a purchaser in another? 
The mortgage, however, was originally 
devised for use in connection with real 
estate which is immovable. The record- 
ing of a real-estate mortgage in a single 
county made it easy for the prospective 
purchaser to see if any mortgage was 
recorded against a piece of property. 

To make recovery possible at the pres- 
ent time, recording of the chattel mort- 
gage is necessary; and it is this recording 
which is the greatest disadvantage of the 
device from the point of view of the 
financing of dealers. Not only does the 
mortgage have to be recorded at execu- 
tion and released with considerable 
trouble and expense, but dealers do not 
like to record mortgages in their name; 
such action, they fear, may injure their 
credit. While this device, then, does 
not interfere with the handling of cars 
for sale, it does involve considerable 
“red tape” and is not in favor with 
dealers. 

The conditional sales contract is in 
much the same position as the chattel 
mortgage with respect to recovery of the 
car from a purchaser in good faith. In 
most states where this device is legal— 
and it is prohibited in some states—the 
necessity of recording it is coming to be 
recognized. It therefore involves the 
same routine and the same objectionable 


publicity feature as the chattel mort- 


2 Cases collected under “Chattel Mortgages,” Sec 
166, American Century Digest. 
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gage. In the case of the conditional 
sales contract, there is a tendency of leg- 
‘slation in the direction of requiring 
court aid in the process of enforcement, 
regardless of the wording of the con- 
tract. 

Consignment sales are not in favor 
for financing automobile sales. Their 
use requires the finance company to un- 
dertake the responsibilities of a vendor. 
These responsibilities may involve war- 
ranty or other matters quite out of line 
with the finance company’s business, such 
as responsibilities for the acts of its 
“agent,” the dealer. 


The trust receipt method of financing 
does not offer so great security against 
third parties as does the chattel mort- 
gage or conditional sales contract. On 
the other hand, it does not contain the 
undesirable publicity feature and it is 
simple in its operation. Unlike the ware- 
house receipt, it necessitates constant 
checking of the cars on the dealer’s sales 
floor to see that none have been sold or 
converted to the dealer’s own use. It 
also involves the necessity of tracing 
funds received from the sale of a car 
covered by a trust receipt, in order to 
recover in case of failure of the dealer 
to pay the sum required. As in all of 
the forms of titular possession, automo- 
biles may be recovered from a trustee in 
bankruptcy before the claims of other 
creditors. 

Because of its simplicity in operation 
ind the fact that it does not interfere 
with the sale of the automobiles, the 
trust receipt is the most desirable device 
to use where a possessory hold, such as 
s obtained under the warehouse receipt, 
would interfere with the transaction 
‘rom which funds for repayment are to 
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should probably utilize the warehouse 
receipt for the bulk of the shipments 
carried for dealers where it is not nec- 
essary for more than one out of many 
cars of a given model to be placed on 
the sales floor ata time. For the release 
of several cars of a model at a time from 
the warehouse or for financing a ship- 
ment which, in order to obtain sales, 
must be placed in the dealer’s showroom 
immediately, the trust receipt may be 
used. 


General Conclusions 


The disadvantage of possessory hold 
in such cases as the above, from the 
standpoint of its interference with the 
ordinary course of business, points to 
the necessity of considering the business 
aspect of a credit device as well as the 
strict legal security obtained under it. 
In all cases of financing commodities the 
ultimate security for the loan is really 
the sale of the commodities covered 
rather than the ability of the finance 
company or the bank to obtain posses- 
sion of the unsold commodities. Any 
device, then, which sacrifices ease of 
sale for strict legal security defeats its 
own ends in the long run. 

Legal devices are as a rule formed 
by a slow process of adaptation rather 
than creation, and none of the devices 
for obtaining a title hold considered in 
the above case are designed for a mobile 
article such as the automobile. The 
chattel mortgage is an adaptation of the 
real-estate mortgage designed for im- 
movable property. The trust receipt 
was taken over from the use of the same 
device in foreign trade, and the condi- 
tional sales contract was not designed 
to meet the requirements of automobile 
financing. The case of the Automobile 
Finance Corporation illustrates the ne- 
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cessity, in selecting a legal device, of most nearly fulfills the conditions of the 


choosing the instrumentality which, 
while not meeting requirements entirely, 


business undertaken and interferes least 
with the ordinary course of this business. 


————— --un-- — eo 


THE WALDMAN COMPANY 


HE Waldman Company manufac- 

tures pleasure cars, which in 1923 
retailed at an average price of about 
$1,300. The Waldman models had been 
increasingly popular during the years 
1921 and 1922; and, early in 1923, 
production of both that company and 
the industry as a whole reached un- 
precedented levels. A business depres- 
sion in mid-1923 resulted in accumula- 
tions of stocks and in severe price com- 
petition among the various manufac- 
turers. In June, believing the depres- 


Tasle I. THe WaAtpMAN COMPANY 
Factory SHIPMENTS TO DEALERS AND 
Net Prorit or Loss 


JANUARY, 1922, TO JULY, 1924 





| Number of Cars 
(00) omitted 
= 


Net Profit or Loss 
(2.000) omitted 








1922 = 
Xx V 

January ee » “= $ -—60 
February a pee . go -69 
March . 94 7 
April ... bd eit Aaeas . 106 100 
May . . 130 142 
a. samen 134 132 
July . : . 46 —30 
August . 138 70 
September . 64 —60 
October . 60 -54 
November - . 66 —26 
December a 16 

1923 
January . - 34 29 
February - 978 68 
March 7 o>, S88 107 
April . . sas 209 
May ... xe aratacge 149 
June ... . 100 52 

* = = a - “ - - a > 

july ... . 37 
August f ‘ . 86 2 
September ; . r10 —12 
October . . 94 —45 
November . 92 —Ior 
December rere ie 40 

1924 
January : vse Oe 68 
February : . 102 —Itt 
March ted andaece 94 
April . 110 —28 
May aa 58 7 
June cco’. ee 





* The line indicates the date of the problem. Data above 
the line were available to the statistician. Subsequent 
data are included to show how the situation developed. 

? Price reduction in effect as of August 1. 


sion to be temporary, the directors of 
the Waldman Company refused a re. 
quest from the sales department to 
lower prices in order to stimulate sales 
and meet competitive reductions of 
price. 

On the morning of July 16, 1923, the 
president of the Waldman Company re. 
quested a report from the statistician on 
the advisability of decreasing the price 
of the Waldman car by $100, effective 
August 1. The report was to be read 
at a meeting of the board of directors 
on the afternoon of the same day. Since 
only two or three hours remained, the 
statistician was unable to enter upon an 
exhaustive or detailed study of costs and 
their relation to sales volume and 
profits. He decided, since information 
for the year 1922 and the first six 
months of 1923 was available, to investi- 
gate the relation of net profits by 
months to the number of cars shipped to 
dealers by months. 

From the monthly data, shown in 
Table I, there was constructed a com- 
posite plot (see Chart on page 363) on 
which net profits were shown by the 
vertical scale and the number of cars 
shipped by the horizontal scale. For 
each of the 18 months, a point was 
plotted which represented the relation 
of the number of cars shipped to the 
profits. Since the points were concen 
trated in a narrow zone extending 
diagonally across the chart, it was pos 
sible to draw a trend line fairly ac 
curately. The effect of price variation, 
which had never during the period ¢ 
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an ceeded $25, was neglected, since it had corresponding to $300,000 on the ver- 
a little effect on the data. It was proposed tical scale. Similarly, expected ship- 
ti to use past relations of profits and ship- ments of 6,500 cars in September cor- 
six vents, as represented by the line of best responded to a loss of $40,000. The 
esti: fit, to estimate profits during the coming net expected loss for the five months 
by five months. read in this manner from the chart was 
dt [he statistician had already esti- $440,000. To estimate the loss, if the 
mated that, if no price changes were price reduction were put into effect and 
1 made, factory shipments would be as_ no increase in shipments resulted, the 
‘om: follows: August, 8,100 cars; Septem- _ statistician subtracted from the previous 
) 0 ber, 6,500; October, 6,400; November, figures $100 times the number of cars 
the 5,800; December, 5,100. The basis of to be shipped. The justification for this 
car the estimate was a study of the trend method was that any reduction in price 
For of Waldman retail sales modified by must necessarily be taken from profit, 
was the condition of general business. He _ except in so far as cost of production 
tion read from the chart the profits corres- might be reduced, but for the time 
the ponding to this estimated volume of being the statistician ignored this pos- 
ice shipments at existing prices. For ex- sibility. He also computed the losses 
ding ample, the figure for expected ship- pee either a 25% increase or a 
ments of 8,100 cars for August was 50% increase in sales resulted from the 





located on the horizontal scale of the 
chart; the perpendicular from this point 
tersected the line of best fit at a point 


price reductions, in a manner wholly 
similar to that indicated above, reading 
the profits or losses corresponding to 
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the increased volume from the line of 
best fit and reducing the amount by $ roo 
times the number of cars to be shipped. 

In presenting his report to the direc- 
tors, the statistician stated that in his 
judgment a 50% increase in shipments 
was more than reasonably could be ex- 
pected from a price reduction at a time 
of business uncertainty and of extreme 
competition in the industry. However, 
provided that there were such a large 
increase, the loss, according to his esti- 
mate, would be $1,415,000. If only 
25% increase of shipments were real- 
ized, the loss would be approximately 
$2,400,000; whereas, if the price were 
not changed and his estimates of ship- 
ments were approximately true, the 
company would lose only $440,000. 

With reference to an expected reduc- 
tion of costs, the statistician called the 
attention of the directors to the fact 
that no radical innovations in the pro- 
ductive processes were proposed, and 
that savings must come from an accumu- 
lation of small economies which might 
be expected from increased production. 
He stated, however, that such savings 
from increased production might be 
realized over a long period, but that 
during the first months of a sharp in- 
crease in volume, the productive proc- 
esses might become clogged. That 
would result, temporarily, in even higher 
costs. The statistician believed that an 
increase in shipments resulting from the 
price reduction would not be permanent, 
and that, after a month or two, ship- 
ments would subside to little above the 
estimated normal level. This belief was 
based on his experience with price re- 
ductions of other products and on his 
knowledge of the industry’s competitive 
conditions, which probably would cause 
other manufacturers to make price re- 
ductions. 

The directors, convinced by the vice- 
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president in charge of production that a 
reduction of cost would follow an in. 
crease in volume, decided to reduce the 
price by $100. 

It developed that the statistician had 
under-estimated the increase of ship. 
ments, for they exceeded his original 
estimate for the succeeding five months 
by over 35%. During the five months, 
the company lost about $1,000,000, No 
production economies of an appreciable 
size had been realized. Early in 1924, 
the executives increased the price to ap- 
proximately its former level. 


Commentary 


The case of the Waldman Company 
is equally an example of a method of 
analyzing related factors and of the 
simple common sense normally in- 
volved in statistical method. Some hesi- 
tation may be felt in applying any name 
to the method, because in effect it is 
merely a contention for graphical 
analysis; obviously, however, it is a 
study of co-variation; given two series, 
one of which varies with the other, the 
method provides a simple means of dis- 
covering the characteristics of that rela- 
tionship. A line of best fit is obtained; 
this is commonly called the line of aver- 
age relationship, for it is an expression 
of what ‘ton the average” has been the 
relation between sales and profits; it 
consequently summarizes past expe- 
rience. When the relation is projected 
into the future, for any given sales vol- 
ume there is a profit which may be read 
from this line; this is the profit which, 
on the basis of past experience, ma) 
within reasonable limits of error be ex- 
pected with that volume of sales. 
Clearly this was just the information 
that was wanted in the Waldman Con 
pany case; and equally clearly it could 
not be obtained from the primary data. 
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Of course it is important to know 
ow much in error the estimate may be. 
[he answer lies in the scatter of the dots 
bout the line of best fit. If they are 
eqsonably close, considerable confidence 
ay be placed in the result; if the dots 
seem to be indiscriminately arranged, 

rror is apt to be rather large. All 

t the latter result means is that the 
«pected co-variation does not exist. 

Now there are methods of eliminat- 
ng some of these questions. It is pos- 
sible to locate the line of best fit mathe- 
matically. There could be obtained 
tandard errors, or coefficients of corre- 
tion, which presumably would indicate 

full significance of the results. Any 

tional value of the mathematical 
thod is highly questionable. 

Refined statistical methods involve 
mputations which are time-consuming 
nd costly. One of the prime requisites 

y method the statistician could use 
the Waldman Company case was that 
susceptible of speedy application. 
Necessity is determined by the objec- 
tive. Where, as in this case, only sub- 
tial accuracy in results is needed, it 
ould seem appropriate to adopt the 
shorter and less costly, if somewhat less 
urate method. It may be added that 
results of any method are never 
re accurate than the original data; 
nd, if there is reason to suspect error 
therein, to demand extreme accuracy in 
the use of such data is unjustifiable. 

To clarify the point, a comparison is 
submitted of the visually fitted line (the 
inbroken line in the chart) with a line 

ich has been mathematically adjusted 

) the data (the dotted line). It is 
plain that there is no significant differ- 
nee in the two lines, and this is usually 
the situation. The impression is cur- 
rent that mathematical fitting of lines 
ssures accuracy in results. It may be 

inted out, however, that before a line 
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can be fitted, it is necessary to decide 
from observation and from knowledge 
of the economic characteristics of the 
series whether a straight line or some 
type of curve is more characteristic of 
the data. Mathematical fitting locates 
this curve; it can not alter its shape or 
make it a better fit if an erroneous selec- 
tion of the proper curve has been made. 
As a result, mathematical fitting of a 
line gives it a semblance of accuracy 
which it frequently does not deserve. 
The broad nature of executive problems 
indicates that visual fitting is satisfac- 
tory in most cases in which a business 
man is likely to be directly interested. 
Not infrequently, indeed, from an ex- 
ecutive point of view, statistical refine- 
ments will prove unnecessarily costly 
and lengthy. 

It is essential in such a problem as 
this that the factors involved be rela- 
tively stable. While it is always desir- 
able to have a large group of data, it is 
necessary to keep in mind the fact that 
old data may not be reliable, inasmuch 
as conditions will probably be so varied 
as not to be comparable with the 
present. For example, in the case in 
hand, it must be assumed that the same 
car is being produced throughout the 
period from which the conclusions are 
drawn or, at least, one produced at an 
equal cost; it must also be assumed that 
there are no major changes in produc- 
tion methods so that cost is reduced. It 
does not follow that conditions must re- 
main constant in the future, for esti- 
mates based on this analysis of past 
data may be corrected for contemplated 
changes. 

So much for the method in the case. 
The question will have undoubtedly sug- 
gested itself to the reader as to whether 
the major problem has not been over- 
looked, that is, the problem of determin- 
ing the effect of price on sales. The 
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statistician made no attempt to obtain 
data on this subject, first, because time 
was not available for this type of analy- 
sis; and second, because according to 
his reasoning it made little difference 
whether sales went up 25% or 50%; 
in either case a price cut was undesir- 
able. His estimate, however, was not a 
pure guess; it was based on adequate 
knowledge of the condition in his own 
business and of competitive conditions. 
The root of the situation was the effect 
of sales volume on profits, and it has 
been the purpose of this study to show 
that his method of obtaining an answer 
was sufficiently exact and that a more 
thorough analysis of sales does not ap- 
pear to have been necessary. 

It is hardly possible, however, to 
generalize from the experience of this 
statistician in analyzing sales. It is 
quite probable that in many cases a more 
accurate determination of sales volume 
would be desirable. In the solution of 
such a problem correlation of sales and 
price would doubtless be of value, but 


several additional factors are involved. 
Not only does price have an effect on 
sales, but such factors as competition, 
business conditions, and style must be 
considered; and while the intangible 
factors are not measurable by statistical 
methods, they must be given weight in 
the final result. If one recognizes these 
difficulties, there is no reason why the 
method applied to profits in this case 
should not be applied to sales. 

In summary, then, the Waldman case 
may be deemed to illustrate, first, the 
advantages of a graphical method of 
analyzing co-varying factors, and, 
secondly, the desirability of adapting 
statistical method to the objective aimed 
at. Statistical method can not always 
be made simple, or non-mathematical; 
but where the alternatives of the simple 
or the mathematical approach are pre- 
sented, it will be well to consider 
seriously whether the more complicated 
method is justified by the needs of the 
case or by the accuracy of the data when 
a simpler method is applicable. 


—— ——--ogamapres ——_—— 


THE PRODUCTION OF DIMENSION STOCK BY NORTHERN 
HARDWOOD MILLS 





NORTHERN LUMBER COMPANY 


HE Northern Lumber Company, 

located in the Upper Peninsula of 
Michigan, was one of the largest lumber 
mills in the Middle West, and for over 
50 years had been engaged in the pro- 
duction of hardwood and hemlock lum- 
ber, hardwood flooring, and other wood 
products such as shingles, laths, and 
wood fuel. Since early in 1928, at the 


vote of the directors, it was decided to 
enter into the production of dimension- 


stock lumber, the necessary changes 
were made in the plant and the needed 
machinery was purchased and installed. 
After nine months of operation, the re- 
sults of that phase of operation were 
reviewed with the aim of determining 
the future policy of the company in re- 
gard to the dimension business. 

The bulk of the production of the 
Northern Lumber Company was hard- 
wood lumber, chiefly birch and maple. 
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At the close of 1928, the concern pos- 
sessed approximately 150 million feet 
of standing timber, or about 177 million 
board feet of lumber. Operating a 
»-band mill on a 24-hour basis, the com- 
pany cut about 30 million feet of lumber 

year. In addition to the sawmill, it 
also ope -rated a shingle mill, planing 
mill, dry kilns, and flooring factory. An 
average yard inventory of about 30 mil- 
lion feet was carried. 

Although the Northern Lumber Com- 
pany maintained a local retail yard, the 
majority of the production was sold on 
a wholesale basis throughout the coun- 
try, customers being primarily the large 
retail lumber companies. In addition to 
these retailers, salesmen were employed 

the chief lumber markets—Detroit, 
Chicago, Grand Rapids, Minneapolis, 
nd Boston. Prices quoted by the sales- 
men were subject to the approval of the 
sales manager of the Northern Lumber 
Company. In the Grand Rapids mar- 
ket, although sales were made to the 
local retail organizations, direct contact 
with furniture manufacturers was se- 
ured through the salesmen. Likewise, 
in Detroit, direct contact was made with 
the automobile trade, chiefly with body 
builders. In spite of rather depressed 
conditions in the lumber trade, the 
Northern Lumber Company, through 
its aggressive selling and established 
trade contacts, had maintained its vol- 
ume of sales and had shown a profit for 
each of the preceding three years. 

_ During 1926 and 1927, many manu- 
facturers of products built of wood, such 
as automobile bodies and furniture, had 
begun the purchase of dimension lum- 


ber; that is, they bought lumber cut to 


the exact sizes suited to their individual 
needs. This provision for specific needs 
at the source of supply, rather than 
through producing it themselves, has 


Proved to be the most economical pur- 


chasing method for industrial consumers 
of large quantities of lumber. The lum- 
ber mills can not only cut dimension 
cheaper than can industrial plants, but 
have the added advantage of being able 
to dispose of the small dimension stock 
produced in the cutting of the larger 
sizes. Thus, full and profitable utiliza- 
tion of the lumber cut up is secured, with 
economies effected by both the producer 
and the consumer. 


Consequently, the practice of produc- 
ing dimension lumber was inaugurated 
by the southern mills a few years ago 
and a satisfactory trade developed. The 
chief users were the automobile body 
builders and furniture manufacturers. 
The southern mills, with their compara- 
tively low costs because of cheap labor 
and the warm climate, had become a 
dominant factor in the field, and their 
low prices enabled them to secure a 
good share of the hardwood trade. The 
northern producers, reduced in number 
because of a diminished timber supply, 
were forced into defensive competition. 
The low prices of the southern mills 
weakened them, and only the facts that 
the northern mills had a high quality of 
hardwoods, that they were nearer the 
lumber markets and reduced prices on 
northern lumber permitted them to re- 
tain their portion of the hardwood 
trade. The pioneer attempt of the 
southern mills in the dimension-stock 
business strengthened their position 
somewhat, in that it permitted them to 
secure a new group of customers and 
also enabled them to secure a more com- 
plete utilization of the lumber produced. 

In view of the trade conditions and 
the change in purchasing methods on the 
part of industrial users of lumber, early 
in 1928 the directors felt that the 
Northern Lumber Company should in- 
stall necessary machinery and develop 
the dimension business. It was believed 
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that through this service the company 
could continue to meet southern pro- 
ducers on a competitive basis. Further, 
since the market for hardwood flooring 
had diminished through increased use of 
lumber substitutes and the full capacity 
of its flooring factory was not being 
utilized, the production of dimension 
stock would replace the decreased floor- 
ing business and permit the utilization 
of hardwoods formerly used in the pro- 
duction of flooring. Further, since they 
already had the available space, power, 
and dry kilns, the additional equipment 
necessary could be installed at a mini- 
mum of expense and costs apportioned 
with the other activities of the mill, per- 
mitting the economical production of 
dimension stock. 

The company had sales representa- 
tives in Grand Rapids and Detroit, the 
location of the majority of dimension- 
stock purchasers. Preliminary investi- 
gation revealed that, providing satisfac- 
tory stock was produced at reasonable 
prices, initial orders could be expected 
in sufficient volume to operate the plant 
without loss at least, resulting in a 
profitable business after production was 
under way and trade contacts developed. 

As a result of this study, the neces- 
sary machinery was installed and adjust- 
ments were made in the flooring factory 
to permit the efficient flow of material to 
give the most economical costs of pro- 
duction.’ Production was started and a 
good volume of orders was received; in 


Machinery Installed for Dimension-Stock Pro- 
duction and Costs of Adjustments—Northern Lum- 
ber Company. February, 1928. 


...$ 6,700.00 
670.00 
1,500.00 
2,650.00 
1,200.00 
1,293.65 
526.79 
579.11 
2,476.42 
4,833.17 
658.33 


$23,087.47 


Belt Drive Straight Line Rip Saws 
Cut Off Saws...... ithe witalenaa 
Single Surfacer. . 

Double Surfacer 
24” Jointer.... a pemrais 
Linderman Machine and Rip Saw 

Freight on Machinery 

Lumber and Timber 

Other Material... 

Labor 

Blower Pipes Installed 
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fact, during the nine months of opera- 
tion prior to December Ist, some orders 
had to be refused because of the over. 
crowded schedule adopted. Initia) 
trouble in the drying of thick stock pre- 
vented the rapid drying in the kilns and. 
consequently, capacity production was 
prevented. Readjustments in the dr 


kilns overcame this difficulty and thick 
stock was put through the kilns jn , 
reasonable length of time. 


Sales were made to four large bod) 
builders, which absorbed about 70% of 
production; small dimension was sold 
to chair and furniture factories, and 
small orders were received from toy 
and heel manufacturers—this latter 
group amounted to less than 10% of 
production. During the nine months of 
operation, 1,849,014 feet of lumber, 
originally cut for the usual method of 
sale, was manufactured into 1,181,392 
feet of dimension stock. Exhibit No. 1 
gives the operating statement for 
October, November, and _ the 
months prior to November Ist. In Ex- 
hibit No. 2, a test run on 12/4 gives a 
typical order, with the prices received 
compared to the cost of the lumber 
used and the expenses of manufacture. 

Because of the newness of the ven- 
ture, and the loss shown in the intro- 
ductory period of operation, the direc- 
tors reviewed the results to determine 
wherein the company had failed to se- 
cure a profitable return on the operation 
and to adopt changes in the production 
and marketing policies that would make 
production profitable. 

Several difficulties had been encount- 
ered. Pricing of the dimension had been 
the chief obstacle. Being a new venture, 
costs were not immediately known and 
the prices quoted had been merely est!- 
mates. Further, since most of the sales 
men were not trained in the production 
methods of dimension stock, they coulc 
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Exuisit I 
NorTHERN LUMBER COMPANY 
Operating Statement—Dimension Stock 


Per- Per- 
November | centage |2/1 28) centage 


70.90 


, 8q1 


5343-54 


y at End. .| 





Manufacturing} 
Material Cost.} $44,949 








Lod 
723- 


ng Expense: 


nt on Sales 











6.68 





fit or Loss 


Used for 
Se ‘ | , | | | > / 
ulacturing..| 504,214 |........ 1,849,014 
n Stock | 
facturing. . 299,253 2551334 1,181,392 
Feet......] 204,961 163,078 | 667 ,622 
Percentage} 41% foeses 36% 





t Inventory built up. expense per M = $16.17. 














ExuisitT II 
NorRTHERN LUMBER COMPANY 
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Test Run on 12/4 Birch—Dimension—November 15, 1928—December 18, 1928 








Dimension Stock Produced : 
4” 10/4 §7,282.52° @ $175..... ‘i 
10/4 3, 799.22 @ 180........ 
Stock Wi orked Down 10/4 2,122.75" @ 160........ 
8/4 1,138.94 im” See 
6/4 GEGGG GP SES esi ceca 
4/4 1,142.67 @ go... : 


66,102.70° 
Less: 
Freight 
Commission 


from Dimension Stock.... 


Net Revenue 
” 4 Waste and Scrap.. 


PE OD ug a hed duit tiki dts Oe ka Rowe ak Bee ea et 
Cost of Sales: 
Material: 
12/4 First and Second Birch 31,459. eer 
No. 1 Common Ne OS Tree 
No. 2 " “ BRAGS ci sec nse nes 
No. 3 = is OS RS reer 





Plus Freight . 


Manufacturing Cost: 





Ue bik he aie bhp een $10,024.44 
se nse ncn ald Goa ee 683.86 
ieee Keen el 339.64 
I PT ee ei ye 165.14 
be nce a ne rae, nha ® Ae 70.91 
sia crate 102.84 
sch ania dinise Aaah dd ai Saeed $11,386.83 
pie mniidlae ip ew ab4 es ae $528.82 
nee Rae eee 325.74 854.56 
cn ara aa ee $10,532.27 
er 238.09 
di god argo aati sal Rikiel waco te eC $10,770.36 — 100.00% 
eats 3 $3,460.49 
rere rere re 3,646.20 
earklgta Nomen aa 853.37 
Ppa Ka aoe 153.12 
$8,113.18 
eck wee 151.70 
$8,264.88 76.738 








66,102.70 @ $17.53° ; ogi wet «phon. sae SRS Daca ama 1,158.78 9,423.66 10.759 
NMI oo iin ao. ow mis a-waa bad dads wh mrad MAURER ed $ 1,346.70 
Operating Expense: 

eee eres feeder er rere yee econ ee $ 62.80 5383 

SS PPT Teer ee oe eee ee 217.16 2.016 

PE Se GOR ios k es Kcicne Rewaser decease es SAREE TERR RE REOS 33.22 313.18 .308 

DRE SROE akie isc ccnnnratuids ncn eee ania Re $ 1,033.52 9.596% 
Av erage Gain per thousand feet—Dimension: "$15.65 
= 9 “ —Lumber: 11.58 

Lumber Used for Manufacturing 89,331" 

Dimension Stock—Manufacturing. . 66,103" 

EIS redociccvcew end cea veniewineba . .23,228" 

SINE ocd essa W526. die Dale ecu 26% as _ eo 


* Manufacturing expense per thousand feet as 


not quote prices accurately on orders be- 
cause they were not able to estimate the 
sale value of the trimmings or the 
amount of waste that would be involved 
in working up a specific order. Conse- 
quently, prices had to be secured from 
the home office. And in some cases, 
prices quoted had proved to be insufh- 
cient and a loss resulted. Again, under 
the old method of selling lumber, de- 
liveries were not made on exact dates, 
but inasmuch as all purchasers carried 





det ermined by the No vember operating statement. 


inventories, the shipments were ordi- 
narily made any time within 90 days. 
In the dimension business, however, 
prompt shipments were absolutely neces- 
sary; in fact, accuracy and service were 
demanded by the industrial users to 4s 
great an extent as was price, since they 
desired to carry a minimum inventor} 
and wanted prompt shipments that 


could be sent immediately into the proc: 


esses of manufacture at a minimum 0 
expense. 
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Commentary 


The entrance of the Northern Lum- 
ber Company into the production of 
1ension stock appears to be the re- 
sult of two factors. First, the company 
lesired to build up an operation that 
iid utilize the lumber and space 
previously devoted to the production of 
fooring. Further, the development of 
the dimension business was undertaken 
to permit the Northern Lumber Com- 
pany to participate in this new market 
yr hardwood lumber and hence retain 
its competitive strength against south- 
rn producers. Not only did the ability 
ply dimension stock provide new 
ustomers, but it also enabled the com- 
pany to retain old customers, who quite 
conceivably would have turned to the 
southern producers for their needs. For 
the purpose of this discussion, the ex- 
pediency of the move is not of para- 
mount importance, since, having entered 
the field, the problem of operating it 
eficiently becomes more _ important. 
The company’s main problem lies in the 
s by which production of dimen- 
sion can be made profitable, and on this 
basis an analysis of the results, with con- 
structive suggestions, will be made. 
The operating statement for dimen- 
sion stock, as shown in Exhibit No. 1, 
clearly demonstrates that while the 
Northern Lumber Company developed 
good volume of sales, operation was 
carried on at a small loss, with the ex- 
ception of the month of November. 
Consequently, it would seem that the 
mpany’s problem was chiefly in the 
cost of production and the prices re- 
eived for the stock. These two fac- 


tors, production and marketing, have an 


utstanding relationship in the produc- 


tion of dimension stock and need to be 


rrelated very closely, inasmuch as the 
we 1S produced on an order basis and 


the prices quoted vary directly with the 
individual orders. There are several 
suggestions which might be made re- 
garding each factor, however, that 
should result in more efficient operation. 


Production 


In the first place, it will be noted that 
the lumber used in the production of 
dimension stock was lumber that had 
been previously cut for sale. Conse- 
quently, it was lumber that had had a 
great deal of waste removed, and hence 
the mill cost was high. The company 
could not immediately acquire a stock of 
lumber cut in the sawmill with minor 
defects left in the boards to be later cut 
out in the full utilization of dimension 
cutting. The company has started, 
however, the method of “rough trim- 
ming” in the sawmill that will give a 
supply of lumber adapted to the produc- 
tion of dimension stock—the use of 
which will be beneficial for two reasons. 
First, it will provide a greater utiliza- 
tion of the lumber produced at the initial 
cutting, because good lumber formerly 
wasted in eliminating defects will now 
be used for small dimension. Second, 
since the Northern Lumber Company 
has reduced the edging and trimming in 
the sawmill, the mill cost of the lumber 
used will be less. In regard to the lum- 
ber carried in stock, it should be stated 
that the inventory figure of 30 million 
feet will have to be maintained. The 
business in bulk lumber will continue 
to demand this assortment, while dimen- 
sion will require various grades and 
sizes for economical production. It is 
because of this ample stock that the pro- 
ducer is best able to supply dimension 
stock. 

Next, it will be noted that the equip- 
ment purchased lacks the facilities to 
produce laminated dimension stock. It 











372 


would seem advisable for the Northern 
Lumber Company to invest in a lami- 
nating machine, which should provide 
several operating economies. Several 
delays and trouble’ have been expe- 
rienced with the proper drying of thick 
stock, and the putting of this stock 
through the kilns has delayed the kiln 
capacity, thus holding up production. 
Through the use of thin stock and lami- 
nation, for the orders calling for thick 
stock, this delay at the kilns can be 
avoided and this item of expense, the 
largest item in the cost of manufactur- 
ing dimension stock from lumber, can 
be materially reduced. Further, the 
laminated stock can be composed of 
several pieces, but only two faces need 
surfacing—thus eliminating several ma- 
chine operations. Finally, probably the 
greatest saving lies in the fact that 
the inner pieces may be of secondary 
grade lumber, providing they are sound, 
and still produce merchantable dimen- 
sions. This will result in a full utiliza- 
tion of all grades and also create a de- 
crease in the cost of the material used. 

In the production of lumber in the 
sawmill, because of the continuous flow 
of processes, costs can not be appor- 
tioned to individual grades or sizes of 
lumber, but are applied by a blanket rate 
to each thousand feet produced. And 
apparently the Northern Lumber Com- 
pany, lacking experience or operating 
data on which to assign manufacturing 
expense for dimension stock production, 
has applied the same principle to the 
dimension business. It will be noted 
that the manufacturing expense per 
thousand feet in the nine months of 
operation amounted to $16.17 per M. 
Hence, in the month of November, this 
rate was arbitrarily assigned as the 
manufacturing expense per M, regard- 
less of the quality, grade, or specifica- 
tions of the individual order. For 
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November, the expense per M came ty 
$17.53; hence, on the test run of Fy. 
hibit II, this manufacturing expense 
rate was assigned to the order. Hoy. 
ever, this method is not only a mere 
estimate, but is likely to be very inaccy. 
rate as well. The October manufactyr. 
ing expense, in Exhibit I, was 9.53% of 
net sales, while that of November was 
19.04%. This difference, no doubt 
may be accounted for by the difference 
in the types of orders worked. The 
manufacturing expense varies widely 
with the individual order, in that the 
specifications and grade required create 
a varying number of machine operations 
and transfers from one process to an. 
other. Hence this method of determin. 
ing manufacturing expense, an expedient 
adopted in the early months of produ 
tion, in an attempt to determine costs 
must be supplanted by some method of 
computing the cost per individual order. 
With enough experience now to know 
the machine-hour rate, labor rate, and 
the overhead charges, a system of cost 
accounting may be developed wherein 

each order will carry a cost sheet with 
it, with the actual cost of each operation 
entered and the true proportion of over: 
head assigned, thus giving a more re- 
liable figure for the manufacturing ev 
pense; and all costs can be fairly appor- 
tioned to those orders involving a hig) 
degree of manufacturing cost. Correct 
pricing would no doubt have eliminated 
the loss shown in Exhibit I, but this 
accurate pricing can not be had until an 
accounting method has been devised anc 


installed which will permit the deter 


mination of the actual cost per order 

Next, there is a definite need for @ 
scheduling department at the mill that 
will permit the planning of production 
schedules and hence allow the correct 
order of lumber through the kilns an¢ 


shin. 
subsequent processes. Prompt shif 
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re absolutely essential in the 
business, and since the dry 
the focal point in production 
proper drying requires from 
days in the kilns, work must be 
promptly to insure orderly and 
completion of the orders. 
n this, it is essential, for eco- 
roduction, to have the work 
| and the orders paired so that 
- or complementary orders enter 


tion together, thus giving the 


es of long runs, minimum of 
operations, and a reduction of 
>. 

lly, a complete assortment of 
This, together 
- careful use of the scheduling 


LiiVsy, 


r must be carried. 


tment, will enable the Northern 


r Company to be prepared to get 


| orders promptly and allow it to 


: immediate service so essential 
dimension business. Located 
600 miles of the Detroit market 
o miles of the Chicago market, 
rthern mills have an initial ad- 
over southern producers as to 
time, and the Northern Lum- 


- Company, through the maintenance 


plete stocks and careful routing 
work, can capitalize on the loca- 
| develop a strong business on a 
basis that will compensate for 
e advantage held by the south- 


17 
11S. 


Marketing 


proper marketing of dimension 
enters around the problem of 
rategy. As is evident from the 
. made in the operations during 


o 


nth of October, in Exhibit I, con- 


sted with the profitable test run of 


[I, the profitableness of the 
depends entirely on the price 


mpany quotes, and is able to get, 
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on individual orders. Estimates as to 
cost, with subsequent estimated prices, 
are not sufficiently accurate to provide 
eficient operation; the prices quoted 
must be made on a definite cost basis. 
The adoption of a precise cost-account- 
ing system would enable the Northern 
Lumber Company to quote prices based 
on the cost of the order at which a 
reasonable profit could be expected. 
The question remains, however, as to 
whether these prices would be compar- 
able to those of the southern producers 
and low enough to permit the Northern 
Lumber Company to meet the southern 
competition on a price basis. ‘There are 
several factors in this connection 
that should tend to permit the full 
benefit of fair prices to accrue to the 
Northern Lumber Company. First, the 
southern mills originally regarded the 
dimension business as merely a means 
of disposing of their waste lumber and 
were content with any price that would 
cover the expense of handling and trans- 
portation. Consequently, early prices 
were very inaccurate and based on the 
market rather than on costs. But as 
that phase of the mills’ operation in- 
creased, the officials of the company be- 
gan to realize the possibilities of that 
market for lumber, and have aggres- 
sively undertaken the development of 
the dimension business. To do this, 
they are beginning to see the need for 
correct pricing, and consequently the 
original competitive pricing has begun 
to give way to more accurate and reason- 
able prices based on actual costs per 
individual orders. Further, the North- 
ern Lumber Company, being the first 
northern producer to enter the commer- 
cial dimension market on a large scale, 
will have a competitive advantage over 
others, at least other northern produc- 
ers, in that the experience gained will 
give a background on which to base 
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prices at a reasonable figure. Also, 
having been the first one in the market, 
and having been able to secure the best 
orders and to establish trade early, the 
company is in a position to set up stand- 
ards which mills coming into the field 
later will attempt to follow. 

As was pointed out, the Northern 
Lumber Company originally secured 
sales agreements with four large auto- 
mobile users, to whom the bulk of pro- 
duction was confined. To prepare for 
a decrease in the volume of this business 
and to give the company a basis for the 
future expansion of the dimension busi- 
ness, it seems that the sales organiza- 
tion should, in addition, attempt to 
create a demand among other potential 
users, chiefly the furniture trade. 
These companies have preferred to pro- 
duce their own dimension to insure pre- 
cise drying of the stocks in the kilns. 
With methods of kiln drying being per- 
fected in conjunction with the develop- 
ment of the dimension business, it seems 
entirely feasible that explanation and 
trial orders will convince these possible 
customers that the mills are capable of 
producing dimension of the desired 
quality on an economical basis. 

In developing a market for the small 
dimension, careful consideration of the 
costs involved must be taken, and only 
those orders accepted where the price 
received, or the low manufacturing ex- 
pense involved, permits either profitable 
operation or, at least, the unlikelihood 
of any loss. The principle of joint costs 
is illustrated here, and any return on the 
small waste will reduce the operating- 
expense ratio and increase earnings. 
But when orders call for small and odd- 
shaped pieces, the sorting of the waste 
to get a sufficient number of pieces 
eligible for economical cutting, with the 
large number of operations and hand- 
ling called for, often cause such orders 
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to incur a loss. Since the Original cut. 
ting of the lumber into dimension should 
cover the scrap value of the waste jp. 
volved, a high percentage of the waste 
is partially paid for, but the potentia| 
sales value of such stock is lost, and thys 
careful utilization of the lumber must 
be made to keep the waste figure at a 
minimum. 

In developing a sales organization for 
dimension, the Northern Lumber Com. 
pany did not have men trained in the 
selling methods of the dimension busi. 
ness. Since the selling of dimension 
differs from that of lumber—prices vary- 
ing directly with the individual order— 
it seems essential that efforts be made to 
train salesmen in the principles of 
dimension production. They should be 
taught that not all orders are desirable 
as dimension stock orders, but only 
those whose specifications or volume, or 
both, provide economic runs. Further, 
they should be instructed as to the steps 
to be considered in pricing dimension 
orders. This can be accomplished only 
through experience and will be acquired 
gradually, but can be facilitated by 
having the proper men selected, and 
then having the production manager 
furnish the salesmen with all data rela- 
tive to operating and production costs, 
giving them an opportunity to build up 
a thorough knowledge of the factors in- 
volved. 

The salesmen should not only be 
urged to stress the price factor, but 
should give especial attention to the fact 
that through the location of the plant, 
the complete stocks carried, and the eff- 
cient planning of the work through all 
departments of the mill, the Northern 
Lumber Company is prepared to give 4 
prompt service unequaled by other mills 
and, consequently, should bid on all or- 
ders where service is of paramount im- 
portance. 
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Further, the salesmen should be en- 
couraged to try to teach the potential 
customer the principle and the true value 
of dimension-stock purchasing—illus- 
trating wherein the value lies, and which 
of his specific needs are capable of being 
economically satisfied at the mills. In 
other words, dimension selling requires 
. salesman who corresponds to a sales 
engineer, because orders are produced 
entirely on an individual basis, and in- 
jividual analysis is needed. 


Conclusion 


From these considerations, it will be 
seen that the production and marketing 
of dimension stock are closely inter- 
related, and successful operation de- 
pends on a careful and exact considera- 
tion of both. The Northern Lumber 
Company appears to have had the basis 
for a business that could be profitably 
developed, and through the adoption of 
more efficient production and selling 
methods, as experience was acquired, 
the company could expect to see a sound 


and growing business in dimension built 
up. Any pioneer attempt on their part 
to place prices on an exact basis will no 
doubt be worthless, if competitors sell 
for any price the market brings; but 
when the gradual realization comes, on 
the part of other producers, that only 
through the cost system of production 
can they make a profit, the initial at- 
tempt of the Northern Lumber Com- 
pany will give them a competitive ad- 
vantage. In this connection, it might 
be urged that the Northern Lumber 
Company foster any attempt on the part 
of the producers to get together for the 
purpose of comparing costs or the efh- 
ciency of methods, for only in this way 
will the stabilization of the dimension 
business be brought about. In addition 
to the development of sound pricing, 
proper production methods will give the 
Northern Lumber Company a position 
to provide prompt and reliable service. 
Since prompt and reliable service is al- 
ways an important consideration of the 
purchaser in placing orders, such service 
should be promised and rendered. 


—————— +e Quin». ——_—_--— 


DEPARTMENT STORE GROUP BUYING 


SECURING A “Best Buy” FOR THE WOMEN’S 


SILK HOosIERY 


(,* JUP buying, also sometimes 
J termed cooperative buying, is one 
of the interesting modern developments 
department-store merchandising. 
Group buying is not the same as con- 
solidated buying, practiced by chain 
stores, under which the individual stores 
have little or no choice in the selection 
of goods. It is here also differentiated 
irom cooperative buying, by which is 
understood the combination for pur- 
chase of commodities carried on by the 


DEPARTMENT 


grocery and drug “cooperatives,’’ con- 
sisting of independent retail units in 
those fields. For present purposes, 
group buying will be considered as the 
joint operation by non-competing de- 
partment stores of a central organiza- 
tion for the purchase of specified types 
of merchandise. Buyers from each 
member store assemble at stated times 
and together select the styles or lines 
which appeal to them most. The buy- 
ers then order as they choose from the 
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selected articles, and these orders are 
pooled into a single contract for the 
group. Each store, however, through 
its buyers, retains freedom of choice as 
to what merchandise it will accept. Some 
of these groups have developed in the 
past from associations which were orig- 
inally formed for the interchange of 
pertinent operating information, but the 
buying function does not necessarily ob- 
tain in all such associations. 

The case here presented illustrates an 
interesting application of the group buy- 
ing plan to the problem faced by a de- 
partment store in obtaining a “‘best buy” 
for its women’s silk hosiery department. 
Hosiery is not, to be sure, the best type 
of commodity to exemplify the opera- 
tion of a group buying association. 
The style element of the product con- 
sists mainly in its colors; silk material 
and full-fashioned design have become 
fairly well standardized.. Further- 
more, although color requirements vary 
between stores, the manufacturer can 
hold the stockings in the gray, and dye 
them promptly when the requirements 
are definitely known. There is no need, 
consequently, for a meeting of buyers to 
select hosiery, as there would be, for 
example, to select dresses and coats. 
Hosiery, then, may logically be pur- 
chased on a consolidated, rather than a 
group, basis. But the case of the Rock- 
burn Company will, nevertheless, afford 
an opportunity for discussion of some of 
the more general considerations affect- 
ing group buying. 

Tue RockBURN COMPANY' 

The Rockburn Company was a mem- 
ber of a group buying association com- 
posed of 22 department and specialty 
stores located in different cities. One 
of the essential features of the model 
stock plan which the Rockburn Com- 
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pany was following was a BB or “bes 
buy.” By “best buy” was meant mer. 
chandise of greater intrinsic value than 
any similar merchandise which could be 
purchased at a comparable price at any 
other store in the city in which the com. 
pany was located. Because of competi. 
tion among the retail stores of the city, 
it was difficult for the store to estab. 
lish and maintain a BB; the Rockburn 
Company, however, wished especially 
to obtain such an article for the women’s 
silk hosiery department for the fall sell- 
ing season of 1925. 

The Rockburn Company, located in 
a large southern city, sold the better 
grades of popular-price merchandise. 
Its annual net sales were around $15,- 
000,000. Sales in the women’s silk 
hosiery department were $350,000 a 
year, confined chiefly to five price lines: 
$1.00, $1.50, $1.75, $2.00, and $2.25. 
Some hosiery was sold in the department 
for more than $2.25 a pair, but full 
assortments of this hosiery were not 
carried. The buyer in charge of this 
department operated under the direction 
of a division merchandise manager, who 
also supervised several other depart: 
ments on the street floor. 

In order to establish a BB of merit, 
the store had to be connected with 4 
source of supply able to produce better 
or cheaper merchandise than its com- 
petitors, or the store had to have a style 
monopoly which other stores could not 
obtain. It also was necessary for the 
buyer to work closely with the manv- 
facturer from whom the goods were 
purchased, because frequently the buyer 
would not see the possibilities of a BB 
in a casual inspection of a manufac. 
turer’s line of merchandise. It was ¢s- 
sential that the store have the good-will 
and complete cooperation of the manv- 


1 Fictitious name for purposes of disguise. 
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facturer in order to make the project 
successful and to maintain any advan- 


tages gained. 


‘The customers of the Rockburn Com- 


nany’s store frequently complained that 
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feet of the stockings which they 
hased in the store wore out more 
ckly than the other parts of the stock- 
If the store could discover a 


TS 
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special process to make the feet of its 
hosiery wear better, without raising the 
price of the stockings, it would have a 


BB tor 


that line. 

The buyer for the women’s silk ho- 
y department and the divisional mer- 
ndise manager decided to attempt to 
blish a BB in one full line of hosiery 
for $2 a pair. The hosiery sold 
$2 in the department at that time 


1] 


were full-fashioned, pure dye, lisle top 


| foot silk stockings and were carried 
the usual range of sizes and colors. 
e divisional merchandise manager 
timated that if the store could obtain 


| type of longer wearing stocking to sell 


lozen at the mill. 


the regular advertised price of $2, it 


ould sell 6,000 dozen pairs a year. 


\fter considerable research he esti- 


mated also that a mill, whose production 
schedule was so arranged that it could 
make the special hosiery for the store, 


| charge $1 a dozen more than for 


the hosiery then retailed at $2. At that 


ne, this hosiery cost the store $16 a 

Of the additional 
75% would be due to the actual 
rease in cost of the materials and of 
process to the manufacturer; the re- 
ning 25% would be remuneration 
r changing the machines and making 
w production schedules, and for the 


roe, 


‘ks taken in experimenting with the 


v line. 

it would be necessary for any mill 
idertaking the work to operate at least 

e set of machines for the special type 
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hosiery. A set of machines in a hosiery 
mill consisted of three leggers and one 
footer. One set of machines produced 
approximately 1,000 dozen pairs of 
stockings a month. 

If a mill which could produce this 
type of hosiery could be found, it would 
be necessary to market somehow the 
6,000 dozen pairs of stockings above the 
estimated annual requirements of the 
Rockburn Company. The retail price 
of these stockings, to yield the same 
profit as the stockings then sold at $2 
in the store, would have to be over 
$2.08. If this type of hosiery were sold 
at $2 a pair, the store would obtain no 
net profit, and the next full-line price of 
$2.25 would be too high. The store did 
not wish to establish an intermediate 
price line if that could be avoided. 

The Rockburn Company might sug- 
gest to the other stores of the group 
buying association of which it was a 
member that they participate in the pur- 
chase of this line of hosiery. If a sufh- 
cient volume of orders was obtained, the 
Rockburn Company might be able to se- 
cure a lower price per dozen from the 
manufacturer. In the different stores 
which were members of the buying 
group, the general conditions, the type 
of merchandise sold, the size and type 
of stocks carried, and the advertising 
policies differed widely. The divisional 
merchandise manager estimated that, at 
the most, only three stores in the asso- 
ciation would buy as much hosiery of 
this type and price as would the Rock- 
burn Company, but that several of the 
other stores in the group might take 
smaller amounts. He estimated that it 
probably would be possible for the en- 
tire group to absorb the total output of 
four sets of machines, or 48,000 dozen 
pairs of stockings annually. 

If a suitable mill with four sets of 
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idle machines could be found, the asso- 
ciation, by giving the mill orders which 
would bring its production up to capac- 
ity, and thus reduce the rate of over- 
head expense per unit, probably would 
be able to persuade the mill to sell 
the hosiery at a lower price than that 
estimated by the divisional merchan- 
dise manager of the Rockburn Com- 
pany. 

The association adopted the plan as 
proposed by the Rockburn Company, 
and a manufacturer was discovered in 
the exact situation needed. The hosiery 
was purchased at $16 a dozen, and 
later, the association succeeded in get- 
ting the price reduced to $15.50 a 
dozen. 


SIGNIFICANCE 
The “Best Buy” Policy 


The immediate concern of the Rock- 
burn Company was the securing of a 
“best buy” for its women’s silk hosiery 
department; brief consideration of this 
merchandising policy is, therefore, ap- 
propriate. 

The case is an excellent illustration of 
the assumption of responsibility by de- 
partment stores for the selection of mer- 
chandise to be offered to consumers: re- 
tailer merchandising, as opposed to 
manufacturer merchandising. Obvi- 
ously, the policy of constantly improv- 
ing the goods sold benefits the public; 
but it is to the store’s profit, as well, in 
that it gives the store a reputation for 
good service and for reasonable prices. 
With judicious advertising on the part 
of the store, and with the experiences of 
shoppers in competing establishments, 
the realization of the store’s progressive 
position will ordinarily not be long in 
filtering down to the community at 
large. And under severely competitive 
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conditions, such a reputation is probably 
a department store’s largest asset. 

There are, however, disadvantages in 
the maintenance of “best buys.” Com. 
peting department stores consistently 
shop one another, and once an outstand. 
ing line is developed by one of them, i: 
is likely to be duplicated promptly by 
the others. Thus the competitive ad. 
vantage is soon lost unless a new im. 
provement, or a still lower price, can be 
secured. Furthermore, the constant 
shifting in types of goods causes loss to 
the store in disposing of odd lots re. 
maining after shifts are made, and ex. 
pense to the manufacturer arising from 
frequent changes in his machinery and 
from discontinuity in his patronage re- 
lations. There is difficulty, again, in 
adjusting to the settled price lines of 
the store a product built to specifica- 
tion; and if a low profit, or perhaps a 
loss, is experienced on the special goods, 
the department must recoup _itseli 
through higher margins on its other 
lines. 

Despite these handicaps, the advis- 
ability of the practice is an open ques- 
tion. It should be pointed out that im- 
provement of commodities is not the 
same as meeting competitors’ prices. 
Improvement constitutes _ progress, 
whereas the other is at best a static form 
of competition which has probably been 
carried farther than its merits justify. 
The “best buy” policy, whether desig- 
nated in those terms or in others, is 
most logical for concerns which handle 
lines that compete directly with those 
carried by similar stores. It is easier, 
on the other hand, for stores of a very 
high class, or those with a specialty repu- 
tation, to dispense with the practice of 
shopping and of constantly shifting the 
character of their goods under the in- 
fluence of competition. 
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Group Buying 


In the consummation of its plan for 
a “best buy,” the Rockburn Company 
made use of the facilities open to it 
through its group buying association. 
Without the cooperation of the other 
stores, it would have been handicapped 
by the necessity of disposing of the sur- 
plus capacity of a set of the manufac- 
turer's machines; and it would, without 
doubt, have been forced to accept a sub- 
stantially higher charge for the product. 
There was no threat of direct competi- 
tion, furthermore, since the stores of the 
association were located in different 
cities. And there was as much protec- 
tion as could reasonably be expected 
against the swift duplication of the ho- 
siery by competitors. 

It is evident, however, that the group 
buying association played a secondary 
part in the arrangements. It was the 
buyer and the divisional merchandise 
manager of the Rockburn Company who 
originated the proposition and who 
exerted the effort in research and per- 
suasion to make possible its execution. 
The association, in group buying, does 
not take the place of the individual 
store's buying staff: its function is an 
additional one, and its cost of operation, 
consequently, must be added to the 
normal buying costs of the store. If the 
arrangement is to prove profitable, this 
extra expense must be offset by price 
concessions or by more salable merchan- 
dise, obtainable by the constituent stores 
only through joint action. Although a 
department store’s total buying power is 
very large, it must be remembered that 
its purchases are spread out over many 
types of commodities and many resource 
markets, so that the volume for a single 
type of goods in a single department 
may be relatively small. For stores of 


small aggregate volume, the oppor- 
tunity offered for combining purchases 
through an association is a considerable 
advantage. Manufacturers are ordi- 
narily justified in quoting lower prices 
on group purchases on account of lower 
selling expense or more efficient utiliza- 
tion of productive facilities. There has 
been some complaint, however, that buy- 
ing groups have exerted undue pressure 
on manufacturers to lower prices to a 
point at which a fair profit can not be 
made. This practice is, of course, un- 
desirable, and is likely to react on the 
association in the form of a skimped 
product or of the ill will of manufac- 
turing sources. 

Group buying not only results in some 
additional expense which must be ab- 
sorbed or offset but also meets in many 
instances the antagonism of the individ- 
ual store buyers. These buyers either 
feel that their prerogatives are being 
usurped by an outside agency and their 
importance diminished or they object to 
selling merchandise, in the selection of 
which they have not been allowed en- 
tirely free rein. Joint responsibility 
for the buying and selling of commodity 
lines, which has been generally deemed 
the best practice by department stores, 
requires that the buyer have complete 
personal confidence in the salability of 
the stocks in his department. And it 
may happen that a buyer will acquiesce 
in accepting a part of a joint purchase 
by the group, even though he is not fully 
satisfied as to its adaptability in his 
store, in order not to hamper unduly the 
group’s operation. In the same con- 
nection, although the association affords 
the exercise of combined judgment on 
the part of several buyers, it permits the 
individual buyer, in the last analysis, 
only to accept or reject what the group 
has selected. 
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From current developments, how- 
ever, it appears that the merchandising 
function in department-store manage- 
ment may be on the brink of revolution. 
It is true that individual judgment in 
consideration of the specific store’s clien- 
tele still plays a large part in retail mer- 
chandising philosophy. Even in groups 
of department stores under the same 
ownership, little centralization of buy- 
ing has been accomplished. In part, 
this situation is due to the inertia of 
management arising from long expe- 
rience with present methods—from 
habit and tradition; in part, it is due to 
the opposition of buyers who, partly 
unconsciously, envisage the passing of 
their function, at least in its present 
scope; in part, to the inherent difficulties 
presented in the devising of an adequate 
system of control. With new blood en- 
tering the retail field, and with new 
thought being constantly turned toward 
its problems, these hindrances will pre- 
sumably yield before the force of ad- 
vancing technique. Control methods 
are being perfected—have been per- 
fected, in fact—much beyond current 
realization. 

The problem is relatively simple for 
staple goods. When the style factor 
enters, complexity is introduced: it is 
essential that just enough of the right 
type of commodities be on hand at the 
right time, otherwise the store either 
loses prestige as a style leader or it 
loses money through unsalable stocks. 
In recent years, the problem has been 
aggravated by the increasing rapidity of 
the style cycle; but as far as consoli- 
dated buying is concerned, it has been 
alleviated to a certain extent by the fact 
that the stages of the cycle now reach 
the various parts of the country at more 
nearly the same time than formerly. 
Even more difficult to control, probably, 


than style goods are those high-priced 
lines which depend mainly on distinctive. 
ness for their appeal. Adaptation to 
the store’s clientele is particularly neces. 
sary for such commodities, which wil] 
probably be the last to resist the move. 
ment toward consolidation. 

From this discussion, it seems evident 
that the usefulness of the group buying 
association is mainly limited to goods 
of medium price and those of relatively 
staple character. Wherever style is a 
consideration, obsolescence must be 
carefully avoided by the maintenance of 
a high rate of turnover; and watchful. 
ness is doubly necessary because the 
price concessions which may be secured 
by the association are apt to result in 
purchases by the individual stores be- 
yond their reasonable requirements. 
For high-priced, specialty goods, the ob- 
stacles to group buying are ordinarily 
too great to be hurdled. 

In order to attain the best results 
from cooperative action of this type, 
the stores comprising the group should 
be selected on the basis of similarity. 
They should operate within comparable 
price levels; should be of about the same 
size; and, ideally, should be located, 
within reasonable limits, the same dis- 
tance from the main resource markets. 
Given these conditions, the community 
of interest among the stores is close, the 
operating information which they may 
exchange is of immediate value, and 
their similar merchandise requirements 
permit full exploitation of the benefits 
of joint purchasing. In the case here 
presented, similarity of the member 
stores was not so essential because ho- 
siery is fairly well standardized, and the 
requirements of the several members 
would consequently not vary greatly: 
but this situation does not obtain for 2 
large proportion of the items which are 
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customarily purchased through such a 
group. 
The size of the individual store has 
n important bearing on the advantages 
‘ch might accrue to it from group 
buying. Lhe Rockburn Company made 
ial sales of $15,000,000, a rela- 
ely large volume. It could undoubt- 
ily, on this basis, have dispensed with 
the group arrangement without as much 
3s as the smaller stores in the associa- 
: would have experienced. For pur- 
chasing from foreign markets, however, 
even the larger stores have found it to 
heir advantage to combine, in an effort 
search out intensively the best avail- 
ible sources, and to secure the advan- 
\f large scale transactions. 


nnu 


Conclusion 


[he chain movement, so firmly estab- 
lished in other types of retailing, has 
yet invaded the field of the regular 
lepartment store. There are, it is true, 
hains of the Penney type, which are 
rdinarily called department stores, and 
which carry a considerable variety of 
goods that can not, even by stretching 
the definition, be termed staple. The 
mail-order houses, also, have successfully 
merchandised style commodities and are 
ow indulging in vigorous expansion 
grams in the form of chain stores. 
Furthermore, a considerable number of 
lepartment stores have established 
‘anches, ordinarily in nearby locations. 
\nd besides these, there are several 
groups of department stores under 
entral ownership and to a certain extent 
ler central management. 
None of these are true department- 
The chain type of organ- 
tion involves consolidated purchas- 
| The department store, as the term 
Ss customarily used, signifies a retail 


- chains. 


establishment carrying a wide and defi- 
nite variety of merchandise which the 
public has become accustomed to find- 
ing in such institutions. One of their 
chief functions is the handling of style 
merchandise and other lines over which 
control is difficult. On the basis of 
these definitions, the first two groups 
mentioned in the preceding paragraph 
are certainly chains, but they are not 
strictly department stores. The third 
and fourth groups are certainly depart- 
ment stores, but they can not be termed 
chains. 

The main obstacle to the establish- 
ment of chains of department stores is 
the separation of the buying and selling 
functions. As long as it is considered 
necessary that merchandise shall be 
bought under the direction of the same 
person who is responsible for its sale, 
consolidated purchasing for a group of 
stores is impossible. And without con- 
solidated purchasing, the full efficiency 
of central ownership and management 
can not be realized. Force of habit, 
inertia, and the antagonism of buyers, 
to be sure, must be overcome before im- 
proved _ statistical and managerial 
methods can be given their chance. 
There is no reason to believe that ade- 
quate methods may not be developed; 
and once the policy of separation of 
function is adopted, further improve- 
ment may be expected to follow, through 
experience in its operation. 

The move has already been made, as 
a matter of fact, by at least one store— 
the W. A. Wieboldt Company of Chi- 
cago. Asa pioneer, this store undoubt- 
edly experiences more serious difficulties 
than will face those which take the step 
later. But with the experience which is 
gained by this and similar ventures, and 
with that which has already accumu- 
lated from the operation of the Penney 
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chain, as well as from the mail order 
houses and others, there seems to be lit- 
tle doubt that consolidated purchasing 
for department stores will prove practi- 
cable—and if practicable, then profit- 
able, also. 

The group buying association is help- 
ing to fill the gap until such time as this 
problem is effectually solved. It appears 
to be an instrument of transition, a con- 
necting link, rather than a permanent 
manifestation. Such associations have 
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hardly been in existence for a sufficient 
length of time to allow a definite assign. 
ment of their absolute value. But as 
long as the handicaps which they face 
can be overcome, and as long as consoli- 
dated chains of department stores do 
not supersede the present separately 
managed units, group buying will offer 
the smaller stores definite advantages in 
domestic purchases, and the larger 
stores similar advantages in their im. 
porting arrangements. 
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